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REPORT ‘W ‘THE 

Comptroller Gendal 
; OF THE UNITED STATES 

/ Long -Term Cost Implications Of 
Farmers Home Administration Subsidized 

’ And Guaranteed Loan Program i 
The Farmers Home Administration provides 

I loans for rural housing, farming, and commu- 
nity and industrial development. In fiscal year 
1979 the authorization request exceeded $7 
billion, but the agency does not identify the 
future financial obligations that are incurred 
by the annual authorization for each loan 
program or for all programs. 

Each program, serving different areas of the 
rural community, has unique characteristics 
that directly affect its cost. This report, a 
request of the Subcommittee on Agriculture, 
Rural Development, and Related Agencies, 
Senate Committee on Appropriations, dis- 
cusses the nature and operation of each pro- 
gram and develops an approach for esti- 
mating its long-term costs. 
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B-114873 

GOt4P’TROLLkR GENERAL OF THE, UNWED STATES 
WABHINOTDN. DC. 20848 

,./ /’ 
-- 

The Honorable Thomas F. Eagleton 
Chairman, Subcommittee on 

Agriculture, Rural Development, 
and Related Agencies 

Committee on Appropriations 
United States Senate 

St& oP3/? 

Dear Mr. Chairman: 

In response to your June 27, 
of the long-term cost implications of s 
teed loa,n,zm-nade by the@armers 
report develops and implements a methodology for long-term 
cost project- that can provide a permanent improvement in 
the quality of information provided to you in the hearings 
process. 

We selected the major lending programs in the Farmers 
Home Administration and identified the cost components for 
each. If cost data was not available from the program, we 
used similar data from other programs, data from loan pro- 
grams in other Federal agencies, or data from commercial 
lending organizations. We have tried to respond directly 
to your request for a "detailed calculation of the cost of 
the Federal payout for all costs and subsidies involved 
during the life of the loans." 

We did not ask the Farmers Home Administration to 
provide written comments on this report. Instead, we 
obtained oral comments from officials of that agency. Their 
response was basically favorable, and there is general 
agreement between us on the validity and usefulness of the 
results and methodology. 
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As agreed with your office, we are sending copies of 
this report to the Director, Office of Management and Budget, 
the Secretary of Agriculture, and the Administrator of the 
Farmers Home Administration. Copies will also be available 
to other interested parties who request them. 

~~y~~ 

Comptroller General 
of the United States 
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REPORT BY THE 
COMPTROLLER GENERAL 
OF THE UNITED STATES 

LONG-TERM COST IMPLICATIONS 
OF FARMERS HOME ADMINISTRATION 
SUBSIDIZED AND GUARANTEED LOAN 
PROGRAM 

DIGEST ------ 

Because the value of outstanding Farmers Home 
Administration loans serving farmers, rural 
residents, businesses, and communities has 
expanded rapidly in recent years, a need exists 
for a system which can provide a comprehensive 
view of the long-term financial obligations 
incurred. This study, a June 27, 1977, request 
of the Chairman, Subcommittee on Agriculture, 
Rural Development, and Related Agencies, Senate 
Committee on Appropriations, is a series of anal- 
yses using a common methodology for long-term 
cost projections; GAO believes it can assist 
congressional and executive branch decision- 
makers in planning, managing, and evaluating 
Farmers Home Administration loan programs. 

PROGRAM COSTS NOT IDENTIFIED 
BY AUTHORIZATION AMOUNT 

GAO is concerned with the future budget impli- 
cations of current program decisions. cost, 
in the sense of future budgetary requirements, 
may be incurred in varying degrees depending 
on the program',s characteristics2 An interest 
subsidy cost develops when the agency loans 
funds at a rat lower than the rate at which 
it borrows. e Some programs have a higher 
default loss rate -when borrowers are unable 

4 to repay loans an the collateral does not 
cover the amount of the lass. Agency staff 
provides financial advice and guidance to 
borrowers, and some programs use proportion- 
ally more of this resource than others. There 
are other costs, not directly a part of the 
loan, but a component in the success of 
particular loan programs. 

Although there are unsettled issues regarding 
the conceptual basis for determining-. 
pgrorrn, ws.s I GAO found that it was possible 
t-timatenthese costs by~",~~~-enti~~~~~" 
incrementx costs that would be incurred with 

Tear Sheet. Upon removd, the report 
cover date should be noted hereon. 
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the addition of a substantial but not 
unreasonable increase in program funding. In 
practice, cost estimates were developed for 
either a $10 million or $100 million increase, 
with the choice depending on the 1978 and 1979 
authorization levels. Where data was not 
available from the agency, estimates were based 
on mortgage industry averages and on the experi- 
ence of similar programs in other Federal 
agencies. There are several programs in which 
authorizations for grant funding are requested 
in addition to authorizations for loans. 
Although these appear to be independent proc- 
esses, the evidence indicates that grants are 
an integral component of certain loan programs 
and should be considered a cost; their elimina- 
tion would substantially change the nature of 
the program. 

RESULTS OF LOAN PROGRAM ANALYSES 

Subsidized individual housinq loans were made 
at an averaae interest rate of 3 percent. The 
cost for the first 10 years of $100 million 
in loans totals $46 million, of which over 
$41 million is interest subsidy; most of the 
remainder is the cost of administration. Over 
the expected lifetime of these loans, the 
interest subsidy will amount to $69 million 
with other costs raising the total to $75 
million. 

Unsubsidized housing loans are made in a 
separate program in which the interest rate 
charged to the borrower is equal to the 
Farmers Home Administration's cost of funds. 
Such loans have a low cost, almost all of 
which is due to the cost of administration. 

Rural rental housing loans also have an average 
interest rate of 3 percent, and the loans are 
more likely to stay in effect for a longer 
period. The interest subsidy on $100 million 
in loans in the first 10 years amounts to 
almost $52 million and to more than $1.33 mil- 
lion over the life of the loans. Ten-year and 
lifetime total costs are, respectively, $60 
million and $152 inilkion. An unusual aspect 
of this program is the cost. of rental asaist- 
ante payments which are provided on a portion 
of the housing units. 
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The farm labor housing proqram is a small, 
heavily subsidized program providinq housing 
for domestic farm workers. Subsidies are 
provided by means of 1 percent loans, qrants, 
and rental assistance payments. GAO esti- 
mated that the IO-year cost for $10 million 
in loans would total almost $17 million 
and that over the lifetime of the loans the 
total cost would be $26 million. This is the 
highest cost program per dollar loaned. 

Water supply and waste disposal loans are 
made at 5 percent interest to communities 
and nonprofit organizations. These loans 
are often accompanied by substantial grants. 
Recent experience suggests that $33 in 
grants are given for each $100 in loans. 
Thus, grant costs and interest subsidy are both 
important cost elements. The lo-year costs for 
$100 million of loans are $68 million, while 
lifetime loan costs are estimated at $127 
million. Other community facility loans have 
a similar interest cost but operate without 
grants and for a shorter time. For that type 
the lo-year and lifetime costs are estimated 
at $30 million and $43 million, respectively, 
on a $100 million base. 

Until recently the farm ownership loan proqram 
provided 40-year loans at 5 percent. Ten- 
year and lifetime costs are estimated at $34 
million and $71 million on $100 million in loans. 
The new farm ownership loan proqram eliminates 
the interest subsidy for middle-income farmers 
but provides low-income farmers with a greater 
interest subsidy for a shorter term. Cost esti- 
mates for this new program have not been 
developed. 

Farm operating loans are made at the same 
interest rate that the agency pays for funds. 
Program costs result from default and 
administration expense. The costs on $100 
million in loans would be about $4 million 
for the 7-year period over which such 
loans,may extend. Farm emerqency loans are 
similar to operating loans, but loans are 
made at subsi.dized interest rates. The- total 
cost for the same loan volume and period as 
operat,ing loans is estimated at $20 million. 
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Business and industrial development loans are 
made between private borrowers and lenders with 
the agency guaranteeing the loans in case 
of default. We estimated that $100 million in 
these loans would have a lo-year cost of $15 
million, mostly to reimburse lenders. 

The final task of this report was to use the 
individual program results to develop an over- 
all 'estimate of the cost of the fiscal year 
1979 Farmers Home Administration loan programs. 
The requested authorization totaled $7.6 
billion; the lo-year and 20-year cost estimates 
amounted to $2.6 billion and $3.8 billion, 
respectively. 

RECOMMENDATIONS TO THE 
SECRETARY OF AGRICULTURE 

The Secretary of Agriculture should ensure that: 

--Long-term cost projections be developed for 
major Farmers Home Administration proqrams 
and be incorporated in the resuest for 
authorization and appropriation. 

--Each program cost projection include analyses 
of costs for the requested authorization 
level and of costs for an increase in 
authorizatio2ysuch as $10 million or $100 
million. 

--The information requirements of a cost projec- 
tion system be identified and provisions made 
for collecting and analyzing the required data. 
on default rates and costs, loan origination 
and servicing costs, loan termination rates, 
and other needed information. 

--Program managers in the business and indus- 
trial development loan program review the 
rural lending experience of the Economic 
Development Administration, -of 
Canme-ree7 to improve their estimates of 
loan viability-and default losses. 



MATTERS FOR CONSIDERATION BY 
THE CONGRESS 

GAO recommends that the Subcommittee on Agri- 
culture, Rural Development, and Related 
Agencies, Senate Committee on Appropriations, 
specify that the agencyts program au.th"orization 
arid appr~pr,ia,tion request i"nclude long-term 
cost proj,gctions To control the number of ,,,, ,, h,,, ,,,,I ,,,, ,,,,J 
angl’yses required and keep the effort focused on 
programs where the majority of funds are being 
used, the subcommittee could further 
specify a program funding, 1,evel below,which ~~~~~M*~~~mmm ,,,,, ,,, ,,,,,,,,,,, ,,,,,,,,,, ,,,,,,o ,,ss ,,,,, 8,888 
$roject,,,ions would not be re,quired. ,,, ,,,, ,,, ,, 

AGENCY COMMENTS 

At the suggestion of the subcommittee, GAO 
did not request written comments from the 
agency. Instead, Farmers Home Administration 
staff members provided oral comments on a draft 
of this report. Their comments were generally 
favorable and included suggestions for improv- 
ing the quality of the projections. They 
agreed that long-term cost projections could 
provide useful data to the Congress, the Office 
of Managment and Budget, and to the agency 
itself. 
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CHAPTER 1' 

INTRODUCTION 

IMPORTANCE OF ISSUE 

This study of the long-term cost implications of loan 
programs managed by the Farmers Home Administration (FmHA) 
was prepared in response to a request by the Subcommittee 
on Agriculture, Rural Development, and Related Agencies, 
Senate Committee on Appropriations. The Subcommittee requested 
that we review these programs and report on the costs assoc- 
iated with FmHA's insured and guaranteed loan programs. 

In recent years a number of FmHA loan programs have 
grown dramatically. Lending increased from $3.6 billion in 
1974 to $8.3 billion in 1978. l/ The cost implications of 
these programs should be recognized and understood. The les- 
sons learned from these loan programs may be applicable to 
other federally guaranteed, insured, or subsidized loan pro- 
grams. The Office of Management and Budget estimated that 
$277 billion is outstanding in federally guaranteed loans. 
These loans result from the diverse activities of.many agen- 
cies, but an examination of the FmHA loan programs--serving 
farmers, rural residents, businesses, and communities--may 
suggest guidelines and policies applicable to all Federal 
loan programs. 

SCOPE OF REVIEW 

It is important to note that this is a study of the 
costs of FmHA programs, not an analysis of their social 
benefits. The reader should not attempt to judge among 
programs simply by comparing costs. This study is a series 
of analyses using a common methodology in which predictive 
cost profiles of FmHA major loan programs are developed. 

Our basic approach is to estimate the annual costs 
incurred by a program funding increase that is substantial 
but within operational limits. Thus for a $800 million 
program, the estimate is for an additional $100 million, 
while for a $50 million program, the projection is based 
on a $10 million increase. A table prepared for each pro- 
gram predicts the costs of a single year's incremental 
funding over the operational life of the loans generated 

L/All years are fiscal years unless otherwise stated. 
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by that funding. For some program, costs will be incurred 
for 40 years, while for others; costs will be terminated 
in 6 to 7 years. 

We have approached the analysis from the perspective of 
a decisionmaker, who needs estimates of the future costs of 
present decisions. Historically, financial reporting in 
both the public and private sectors has been developed to 
show current status or record results of the past year or 
quarter. Results for that past year have been affected by 
the decisions made in that year and in every previous year, 
and identifying the effects of a particular decision upon 
the total results for the year is difficult. Thus, the usual 
financial reporting approach, while adequately describing 
what has been accomplished, gives little indication of what 
will be accomplished. A wealth of such information is avail- 
able on the FmHA loan programs. The "Agriculture and Related 
Agencies Appropriations for Fiscal Year 1978" and "Rudget 
of the United States Government" are a part of that material: 
much more is available from FmHA, but almost all of it records 
the past rather than predicts the future. 

LIMITATIONS AND EXTENSIONS 

The nature of the analysis involves the forecasting of 
costs of various FmHA programs. Although our methodology 
could be improved and better data could be developed, this type 
of analysis is appropriate to present useful information about 
Federal programs to decisionmakers who must make substantial 
expenditure decisions. Naturally, major unforeseen changes 
in the U.S. economy could upset the underlying assumptions 
of the analysis. 

A number of Federal agencies we contacted that could 
profitably use predictive data do not develop life cycle data 
that would show what happens to a block of loans made in a 
particular year. When we found such information, it was 
collected for other purposes or just happened to be available. 
We believe that all agencies involved with loan programs 
should consider this approach for providing the Congress 
with better information for authorization and appropriation 
decisions. 

IMPACT OF RECENT LEGISLATION 

With the passage of the Agricultural Credit Act of 1978 
(Public Law 95-334) several changes in FmHA programs were 
instituted. A major change has been made in the farm owner- 
ship loan program. Formerly loans were made at a 5-percent 
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interest rate; they will now be made at the "market" rate of 
interest, which is essentially the cost of money to FmHA. 
This policy will substantially reduce the interest subsidy 
costs of the program. In addition, E'mHA is undertaking a 
major effort to make subsidized farm ownership loans to low- 
income limited resource farmers. F'mHA plans to make about 
25 percent of its farm ownership funds available to this 
group. These loans will initially incur a larger interest 
subsidy cost than the former 5-percent loans. It is likely 
that they will be more costly to service or administer, and 
it is also possible that the default costs for these loans 
will be at a higher rate than for loans made to middle-income 
farmers. A cost projection for the subsidized portion of the 
new farm ownership loan program is beyond the scope of this re- 
port. The farm ownership loan program projection is based on 
the program as it operated under the prior legislation. It 
should remain useful as many of these loans are outstanding 
and will be incurring costs in future years. 



CHAPTER.2 

FARMERS HOME ADMINISTRATION LOAN PROGRAMS 

BACKGROUND 

The Farmers Home Administration's predecessor agency was 
the Resettlement Administration, a rural rehabilitation agency 
created in 1935 and concerned almost exclusively with 
assisting farm families to become and remain successful 
operating farm units. Passage of the Farmers Home Adminis- 

t of 194fi (Public Law 79-731) marked the recon- 
stitution of prior orqanizations under the Farmers Home 
Administration. Untii 1949, however, FmHA operations were 
confined to its farm ownership and f&m operating loan pro- 
grams. In retrospect, the Housina Act of 1949 (Public Law 

&1-171) appears to be the seminal move for the expansion 
of FmHA into all sectors of the rural economy. That act gave 
FmHA the authority to make housing loans to farmers: this 
was the first expansion into an area not directly involved 
with farm operations. 

In 1961 two key acts further expanded FmHA's authority. 
The Consolidated Farmers How Administration Act APublic Law 
87-1281. allowed the general (nonfarm) rural population to 
benefit from the water system program. Also, the Federal 
Housing Act was amended so that nonfarm rural residents could 
benefit from the FmHA housing loan program. Thus, two key 
concepts were introduced by the 1949 and 1961 acts: loans 
did not hate to be made solely for farming, and the benefits 
were made available to rural residents. These fundamental 
legislative guidelines provided the basis in later years 
for expanding the types of programs supported by FmEIA and 
broadening the beneficiary population to ever larger cate- 
gories of nonfarm residents. 

OVERVIEW OF LOAN PROGRAMS 

The FmHA loan programs may be broadly categorized into 
three groups: housing, farming, and public and private rural 
development. Many programs have been conceived and developed. 
Some were never implemented, others were discontinued, others 
continue at modest loan levels, and a few have grown to be 
giant loan programs. There are now more than 20 active 
loan programs. Between July 1, 1962, and July 1, 1976, the 
amount of loans outstanding increased from $1.62 billion to 
$18.46 billion, an average annual growth rate of 19 percent, 
while the number of active borrowers grew from 176,400 to 
920,040, an annual increase of 12.5 percent. 
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HOUSING PROGRAMS 

Although the Housing Act of 1949 gave FmHA the authority 
to make housing loans to farmers, housing loan programs 
developed slowly until the late 1960s. Eligibility was 
extended to residents of larger communities and to senior 
citizens and young low-income people in expanded geographic 
areas. The premise behind the housing programs was that 
there was a shortage of credit at prevailing rates in the 
rural areas. In the mid-1960s, however, interest rates began 
a climb that continues to this day. By 1968 the Congress 
recognized that interest costs had mounted to the point 
where low-income borrowers would have difficulty with pay- 
ments. It was no longer simply a matter of a credit shortage; 
the cost of ownership was too high for the people that FmHA 
wanted to assist. The Congress responded with legislation for 
the interest supplement housing loan program, which enabled 
low-income families to pay as little as l-percent interest 
on their FmHA loans. By June 30, 1976, FmBA had issued almost 
$15 billion in housing loans, more than $14 billion of which 
was incurred after the loan authority changes of 1965. The 
estimate for 1979 is for housing loans in excess of $3.6 
billion. 

Most loans are provided to low- and moderate-income 
families to purchase individual new or existing housing. 
Loans generally are made with a repayment period of 33 years 
at interest rates ranging from 8 percent to as little as 1 
percent for some low-income families, although mortgage 
interest rates may be adjusted as the family income rises. 
Current program emphasis is on housing in new dwellings; 
FmHA plans that two-thirds of the 76,000 subsidized indivi- 
dual housing loans made in 1979 will be for new housing. 
These individual home loans are generally referred to as 
section 502 loans. The second largest program, known as 
section 515 loans, makes funds available to individuals, cor- 
porations, State or local agencies, and other types of organi- 
zations for moderate cost rental or cooperative housing. 
Such housing should be particularly attractive to rural resi- 
dents who either cannot afford a conventional home or prefer 
apartment living. Funds allocated to this program have been 
increasing in absolute amount and at a faster rate than indi- 
vidual housing loans. It is estimated that in 1979 section 
515 loans will total over $850 million, about one-third as 
much as will be allocated to section 502 loans. Long repay- 
ment periods-- 40 and 50 years-- and interest subsidies are 
characteristics of section 515 housing loans. Other programs 
provide funds for housing repair, loans to farm owners or 
nonprofit organizations to provide decent living quarters 
for farm labor, and homesite development loans. 
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FARMER PROGRAMS 

These programs have their origins in the initial 
activities of the predecessor organization, and the largest 
of these programs, farm operating loans, may not differ 
much from the original Resettlement Administration's loan 
program. The relative stability of this phase of FmHA 
operations is shown by some statistics. In 1962, $275 mil- 
lion in farm operating loans were made; by 1976, the amount 
had risen to $539 million-- an annual increase of only 4.9 
percent. In the same period the number of operating loans 
made annually had steadily decreased from 74,000 to 44,000. 
Such loans are to provide farmers with the elements of 
production (for example, feed, seed, fertilizer, and machin- 
ery) 8 and the terms are adjusted according to the nature of 
the loan. A loan for capital equipment may have a repayment 
period as long as 7 yearsl while 1 year might be the term if 
the loan is for consumables, such as seed and fertilizer. 

Although the farm operating loans represent the largest 
program in terms of the amount loaned, the farm ownership 
progrm r which in 1977 was 83 percent of the size of the 
operating loan program, was much more costly to FmHA. This 
is because operating loans are made at a rate approximating 
the FmHA cost of moneyl while farm ownership loans carry a 
S-percent interest rate. The latter are made to qualified 
borrowers to purchase, enlarge, or improve farms or even to 
undertake a nonfarm enterprise. In recent years FmHA has 
worked with the Federal land banks so that FmHA funds for 
ownership are used in joint loans with unsubsidized land 
bank funds. The program has increased from $183 million in 
loans made in 1962 to $435 million made in 1976, while the 
total number of loans made annually was about 11,500 in each 
of these years and usually did not exceed 14,000. The annual 
growth in value of loans made, 6.4 percent, is similar to the 
increase in the operating loan program. 

The other major farmer loan programs are the emergency 
loan program and the emergency livestock loan program. The 
former provides low interest loans to cover losses experienced 
in disasters; the latter guarantees bank loans to farmers and 
ranchers engaged in livestock operations. The magnitude of 
these programs depends on the environmental conditions. In 
1977 more than $1.1 billion in emergency loans and $173 mil- 
lion in emergency livestock loans were made. In 1976 
emergency loans totaled $478 million. The legislation for 
the emergency loan program is written so that the amount 
loaned may respond to need even if it exceeds the authoriza- 
tion. 

6 



There are several other small programs, such as grazing 
association loans, recreation loans, and Indian tribe land 
acquisition loans, but only soil and water loans, with an 
annual loan volume of about $50 million, represent a substan- 
tial commitment in the FmHA agricultural sector. 

PUBLIC AND PRIVATE RURAL DEVELOPMENT PROGRAMS 

In its own reports FmHA uses two program areas to encom- 
pass loans aimed basically at rural development. The commun- 
ity program area consists of programs through which loans 
are made to public and nonprofit organizations to improve 
the rural infrastructure. Water supply and waste disposal 
loans and grants are the major programs in this area. Based 
on 1978 estimates, about 25 percent of these annual expen- 
ditures are in the form of grants. The total amount of loans 
and grants has been in the billion-dollar range annually 
in the late 1970s. This program is designed to provide modern 
and adequate water supply and waste disposal systems in rural 
and semirural communities. Loans for other community facili- 
ties, such as clinics, schools, fire houses, libraries, and 
recreation centers, were authorized by the Rural Development 
Act of 1972. Loans for these facilities totaled $170 million 
in 1976 and $200 million in 1977. Like the water supply and 
waste disposal loans, loans are made to public or nonprofit 
organizations and involve 5-percent interest rates and up 
to 40-year repayment periods. 

To build upon and further benefit from the above infra- 
structure loans, FmHA introduced a business and industrial 
loan program to encourage private industry to undertake 
business operations in rural areas, thus preserving or in- 
creasing employment opportunities. These loans may be 
made by FmHA directly or by commercial banks with up to 90 
percent of the principal and interest guaranteed by FmHA. 
Although the program has been in operation since 1974, 
funding amounted to $274 million in 1976, reached $350 million 
in 1977, and was projected at $1 billion for 1978. The pro- 
gram, as it is being implemented, relies on funds provided 
by commercial lenders, who make loans at interest rates 
negotiated between borrower and lender. 

INSURED AND GUARANTEED LOANS 

FmHA makes loans through two main methods. Most loans 
are made by the "insured" loan method, while the "guaranteed" 
loan method is used primarily for the business and indus- 
trial development program and the emergency livestock loan 
program. 
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Insured loans are made from one of three revolving funds, 
which holds the loan security as 'collateral and uses the pool 
of collateral to acquire funds for additional loans. In prac- 
tice, this means that the loans are made directly by FmHA. 
Applications for loans are made to FmHA offices, loans are 
approved by FmHA personnel, and the funds are provided by 
FmHA. Essentially all housing loan programs and most farming 
loan programs operate with insured loans. 

traduced an alterna- 
s allowed to guaran- 

tee payments on loans made by authorized lenders. Although 
the agency is still involved in approving these loans, part 
of the loan initiation and implementation process is shifted 
to private financial institutions. To insure that the 
financial institution is concerned about the quality of 
the loan, the guarantee may not exceed 90 percent of the 
principal and interest. Guaranteed loans are generally 
made at negotiated rates. There is no outlay of FmHA 
funds unless the borrower defaults. The business and 
industrial development and emergency livestock loan programs 
have been the primary users of guaranteed loans. 



CHAPTER 3 

PROGRAM FUNDING 

Financial resources for FmHA operations and loan programs 
must be considered on two levels. One level is the congres- 
sional authorization and appropriation process that is re- 
quired to get authority to make loans and incur expenses. 
The other is the actual availability of funds to cover 
the payments being made. 

CONGRESSIONAL AUTHORIZATION AND APPROPRIATION ---- 

The cost of administering FmHA (that is, the-personnel 
and operating costs, such as rent and travel) is appro- 
priated and borne in the year in which such costs are 
incurred. These costs, then, are handled no differently 
than similar items in other Federal agencies. A second 
set of costs-- certain loan program costs--are treated rather 
differently. The various loan programs are assigned to one 
of three major revolving funds. As these loan program 
costs (such as interest subsidy and capital loss) are recog- 
nized, the expenses are charged to their particular revolving 
fund. An annual authorization and appropriation are then 
requested to restore the fund. The delays of the process 
are such that expenses incurred in 1977 are reimbursed by 
appropriations in the 1979 budget. The estimate for 1980 
is that $232 million will be appropriated for salaries and 
operating expenses and more than $700 million will be appro- 
priated primarily to cover the interest subsidies and losses 
incurred by loan programs in 1978. In addition, the total 
FmHA appropriation will be several hundred million dollars 
greater due to additional appropriations for grant programs 
and, to a small extent, direct loans. 

In a sense, the above items are operating budget items. 
In addition to providing these operating costs, authorization 
must be provided for the funds used in making loans. Thus, 
the Rural Rental and Cooperative Housing Program, if author- 
ized for $600 million, will generally attempt to commit 
that amount. Unlike the appropriations for costs, a less 
direct connection exists between the authorization and a 
source of funds for loans. 

SOURCES OF FUNDS 

The first source is Treasury funds, provided through 
the appropriations process, to cover the personnel expenses, 
other current overhead costs, and reimbursable program 
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costs. Funds are also available through payments to principal 
and interest on outstanding loans. Because some loan programs 
have been operating at elevated levels for several years, 
there is a substantial flow of funds from principal and 
interest payments. Between 1968 and 1976 the annual payments 
of interest and principal averaged 16 percent of loans out- 
standing at the start of the fiscal year. In 1976 these pay- 
ments amounted to $2.23 billion. These funds are available 
for FmHA interest payments, debt retirement, operating 
expenses, or loans. 

Over the years, FmHA has developed several methods of 
obtaining funds. Initially, loans were made directly from 
appropriations or borrowings from the U.S. Treasury, but as 
loan volume increased, alternative funding mechanisms were 
sought. Starting in 1948, loans were made by private lenders 
but were insured and serviced by FmHA. Between 1958 and 1969, 
loans were resold on an individual basis to financial insti- 
tutions and investors. In 1970 a new contract form was 
developed by which loans were combined in $1 million packages 
and sold through security dealers to investors. The actual 
promissory notes were held in trust by a St. Louis bank, 
although the investor could take possession if he/she desired. 
The final evolutionary step of this process, taken in 
1973, was the development of the Certificate of Beneficial 
Ownership, which created a more distant relationship between 
the lender to FmHA and the promissory notes. 

In the early 1970s we L/ and others noted that a number 
of Federal agencies were independently raising funds in the 
financial markets and apparently paying a higher interest 
cost than if the Treasury had raised those funds. Shortly 
after passage of the Federal Financinq Bank Act (Public Law 
93-2243, Federal agencies were able to sell Certificates of 
Beneficial Ownership to the Federal Financing Bank (FFB) at 
a rate that compared favorably to an agency's efforts in 
the securities market. FmHA began sales of Certificates to 
FFB in July 1974 and terminated private sales to the fin- 
ancial markets in 1975. The interest rate FFB charged to 
FmHA, and other agencies, is based on the cost of money 
to the Treasury for an equivalent length bond plus 0.125 
percent for administrative costs and profits. In addition 
to the above-mentioned financing methods, the revolving 
funds are also authorized to borrow from the Treasury. 

------ 

&/Letter from the Comptroller General to Hon. John Sparkman, 
Senate Committee on Banking, Housing and Urban Affairs, 
Washington, D.C., Aug. 26, 1972. 



Thus, FmHA*s financial obliqations consist of a mix of 
securities. The volume of borrowing in the last few years, 
almost all of it from FFB, has been so substantial, however, 
that most debt is owed FFB. Although the Secretary of Agri- 
culture is authorized to treat agency transactions with 
FFB as a sale of assets, the transaction has many 
characteristics-- agency retaining possession of oribinal 
debt instruments, agency servicing debt, no risk of default 
assumed by FFB-- that suggest that it is more a borrowing of 
funds than a sale of assets. Between 1975 and 1977 FmHA 
borrowed $14.6 billion from FFB, and projections indicate 
that FmHA will borrow close to $9.6 billion in 1978 and 1979. 



CHAPTER3 

BENEFIT AND COST CONCEPTS IN FMHA LOAN PROGRAMS 

The process of identifying and measuring costs, bene- 
fits, and subsidies in Federal loan programs is controversial. 
Interpretations and definitions differ, and key data is often 
unavailable. Before presenting the analysis of each loan 
mwrm we shall briefly discuss some general issues involved 
in determining their benefits, costs, and subsidies. 

Economists identify two interpretations of subsidies. 
One, the "cost" approach, defines the subsidy as the differ- 
ence between the program costs to the Government and the 
charges made to beneficiaries. The second, the "benefit" 
approach, identifies the subsidy as the difference between 
what the borrower pays for the Government loan and the price 
that he/she would have paid to an efficient, competitive pri- 
vate lender. 

BENEFIT APPROACH 

The key problem with the benefit approach is determining 
the rate that private lenders would charge. This is difficult 
because FmHA loans are to be made when private or commercial 
sources are not willing or able to provide the funds. Some 
of the FmHA borrowers are recognized as a higher risk group, 
for one function of Federal loan programs is to serve those 
who have difficulty obtaining funds in the private sector. 
The argument has also been made that there is a shortage 
of credit in rural areas and that the available credit goes 
to another segment of the rural population. Interest rates 
vary in the private sector according to the credit-worthiness 
of the borrower. However, structural limitations, such as 
usury laws, could prevent lenders from charging rates that 
they believe necessary to loan to certain high-risk borrowers. 
We would expect a range of rates if FmHA borrowers were able 
to borrow in the private sector, but for many prospective 
borrowers, the loan would probably not be available at 
reasonable rates, and "unreasonable" rates would probably 
not even be quoted. 

Even if a good estimate of what the private lender would 
charge is available, the benefit approach does not provide 
detailed management cost 'information. Thus, the administra- 
tive and default costs are commingled with the pure cost of 
money; each cost is implicitly present, but not explicitly 
identifiable. One of our objectives will be to identify 
these particular costs. 



COST APPROACH 

The cost approach requires that the cost areas be 
identified and the amount of each be determined. The three 
areas common to all FmHA programs are costs of money to 
the lending agency, administrative expenses, and default/ 
collection losses. The cost of money is the area most 
subject to varying interpretations. Most approaches to 
developing a cost of money assume that the funds are bor- 
rowed. A large proportion of Federal funds, however, are 
raised through taxes, so it has been argued that the cost 
of borrowed funds should not be solely allocated to credit 
programs. The cost may be equivalent to the social rate 
of discount-- a concept upon which no widely agreed-upon 
point estimate is available. The choice of the borrowing 
rate still leaves questions. Rates vary with maturity; 
is it therefore necessary to match the maturity of the 
Federal borrowing with the maturity of the loan, or can the 
least expensive maturity be chosen? Are current interest 
rates a better estimate of costs than average existing 
rates? Should borrowing costs be adjusted to reflect the 
fact that taxes will be paid on interest income? These 
issues are indicative of the elements of controversy that 
remain. 

Identifying administrative expenses is more straight- 
forward, but still complex. One can calculate average 
costs using the number of loans made and the number 
of persons employed in the prior year. Similar personnel 
data might be collected from related industries, such as 
commercial banks or savings and loan associations. An 
allocation of overhead costs may or may not be included. 
Alternatively, detailed timekeeping records might provide 
a basis for estimating the actual staff requirement for 
initiating and managing an additional loan. In converting 
staffing requirements to costs, such considerations as the 
present cost of pension benefits, which, it has been argued, 
are not accurately reflected in Federal personnel cost 
estimates, and salary equivalence to private lenders might 
be introduced. 

Foreclosure is a last resort that F'mHA tries to avoid. 
To that end it provides counseling and guidance to keep 
the borrower financially solvent. With housing loans, 
FmHA will often encourage-the borrower to sell the property 
or transfer it to FmHA rather than undergo foreclosure. 
This reluctance to foreclose could tend to understate 
annual loss by delaying foreclosures on a larcje proportion 
of seriously delinquent loans until the following year. 
There are various ways of recognizing the costs of default. 
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When a property is defaulted upon, it could be appraised 
at that time and compared to the mortgage outstanding to 
determine the gain or loss. The alternative, used in prac- 
tice, is to determine the gain or loss upon resale. All 
losses or gains are attributed to the property at time of 
sale, but some of this could be interpreted as a result 
of holding or investing in the property. 

APPROACH USED IN STUDY 

costs, as used in this report, are essentially the type 
of expenses that appear in the budget. For the major costs 
of interest subsidy and default, however, there is a delay 
between the time that the expenses are incurred (by with- 
drawals from a revolving fund) and the time when funds are 
appropriated to cover those expenses and restitution is made 
to the revolving fund. Thus, the costs shown in the program 
cost tables for those two categories will in fact not be 
requested in the year incurred but in the appropriation 
request 2 years later. As long as the budget process waits 
for actual expenses to be known before requesting funds to 
cover them, there will be an information gap; full fiscal 
disclosure will not be available. In the year in which 
the expenses are incurred, funds are not appropriated to 
cover those expenses, and the funds appropriated in any year 
are for expenses incurred 2 years before. 
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CHAPTER 5 

INDIVIDUAL PROGRAM ANALYSIS 

SUBSIDIZED INDIVIDUAL HOUSING LOANS 

Several evolutionary developments have enabled FmHA 
to assist low-income rural families with subsidized housing 
loans. The first was the Housing Act of 1949, which gave 
FmHA the authority to make housing loans to farmers. In 1961 
this act was amended to make nonfarm rural residents eligible 
for housing loans. Finally, in 1968, after a period of 
steadily rising interest rates, the Housing Act was further 
amended to provide interest subsidies to low-income families. 
Depending upon the financial circumstances of the applicant, 
these subsidies may reduce the interest rate to as little 
as 1 percent. In general, however, the average interest 
rate paid by program beneficiaries is 3 percent, and the 
mortgages are written for repayment in 33 years. The program 
allows loans for purchasing existing houses as well as 
building new homes. With a few changes in conditions, loans 
are also made to modernize or repair homes already owned 
by applicants. 

Cost elements associated with this program include 
interest subsidy, default, and administration. The interest 
subsidy is the difference between the interest rate that 
FmHA pays for funds from FFB and the rate that it receives 
from borrowers. Because the average mortgage is terminated 
before its expiration date, we used the FFB interest rate 
for 15-year funds, which as of March 1978 was 8.5 percent 
annually, as a fair match against the life expectancy of 
loans. The interest rate earned on the loans was assumed 
to be 3 percent. 

If all loans lasted for the full mortgage period, it 
would be simple to calculate the total interest subsidy 
from a mortgage amortization table. However, the calcula- 
tion must be adjusted by the percentage of loans terminated 
annually. Data from 9 years was available to estimate annual 
termination rates. Percent of termination estimates for 
the 10th through the 20th years were based on data developed 
on home loans issued by the Department of Housing and Urban 
Development (HUD), although we recognize that the rural 
experience may be substantially different from HUD's urban 
experience. For years 21 through 33 no terminations were 
assumed. This assumption overstates interest subsidies, 
but it has a relatively small impact on the total interest 
cost at this point. 
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Table 1 clearly shows that the interest subsidy cost 
is the dominant program cost and that almost 60 percent 
of the total cost is incurred in the first 10 years. This 
cost would be even higher except that some mortgages are 
terminated, and after a few years the savings resulting from 
having fewer mortgages outstanding becomes substantial. 
The lo-year interest subsidy cost is over 40 percent of 
the amount lent, and one would be safe in estimating that 
the total subsidy costs for 10 years will be 45 percent 
of the additional program lending. 

The annual default cost is based on the number of 
defaulted loans and the average loss on a defaulted property. 
From certain FmHA operations data, we estimated that the 
average loss in 1976 on a defaulted property was $1,200. 
This figure was used for the average future loss and, in 
combination with some limited default rate data, a default 
projection was completed. Table 1 does not include default 
estimates after 10 years and suggests that default costs 
are relatively minor. Default costs were not extended 
beyond 10 years because both mortgage termination and default 
estimates beyond that point would not have been based on FmHA 
data. This would probably not have been necessary anyway 
since the default costs to that point were low and appeared 
to be declining. 

External economic conditions could greatly affect default 
rates and costs, which could alter projections based on 
historical experience. The constant inflation of recent 
years tends to reduce the likelihood of a final loss on 
property repossessed by FmHA, although in a particular case 
the inflation factor may be overridden by' unpaid taxes, 
repairs, and local market conditions. 

Annual administrative costs consist of loan origination 
costs, normal loan servicing costs, and loan default servicing 
costs. Origination costs, incurred only during the first year 
of loan activity, constitute the major administrative cost. 
Estimates of the administrative costs for the first year of 
almost $2.6 million include $2.4 million in origination costs, 
$130,000 in servicing costs, and only $3,000 in default serv- 
icing costs. Loan servicing costs decline over the following 
19 years, because fewer loans require servicing. Loan ori- 
gination costs (based on FmHA data) are estimated at $680 
per loan, and annual servicing costs (based on mortgage 
banking industry data) are estimated at $36 per loan. We 
further assumed that the loan default servicing costs were 
equal to loan origination costs because they share many simi- 
lar tasks. Normal servicing costs may have been underesti- 
mated. There is a substantial in-arrears rate among 
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subsidized homeowners, and these low-income homeowners are 
likely to require more service and'advice than a typical 
mortgagee. 

In terms of both capital requirements and operational 
expenses, subsidized individual homeowner loans represent 
a major demand on FmHA's resources. The operational expenses 
incurred by a given year's appropriation will in 10 years 
amount to more than 43 percent of that year's program level. 
Almost 90 percent of these costs are interest costs; most 
of the rest are attributable to administration. Default 
costs appear to be minor. 



Year 

1 
2 
3 
4 
5 
6 
7 
8 

1: 
lo-year 

total 

11 
12 

:3 
15 
16 
17 

:z 
20 

ZO-year 
total 

21 

:: 
24 
25 
26 
27 
28 
29 
30 

30-year 
total 

3': 
33 

Program 
total 

Interest 
cost 

(note a) 

Dafault 
cost 

(note b) 

$ 8,000 
56,000 

102,000 
106,000 
104,000 

96,000 
79,000 
67,000 
62,000 
62,000 

742,000 

Total fund 
appropriation cost 

Administration 
cost 

(note c) 

$2,56O,OuO 
149,000 
162,000 
157,000 
150,01)0 
141,000 
129,000 
119,000 
114,onn 
113,000 

Total costs 

$ 5,440,oou 
5,257,OOO 
4,956,OOO 
4.598,OOO 
4,245,OOO 
3,913,ooo 
3,618,OOO 
3,363,OOO 
3,132,OOO 
2,903,ooo 

5 5,448,OOO 
5,313,ooo 
5,058,000 
4,704,000 
4,,349,000 
4,009,000 
3,697,OOO 
3,430,000 
3,194,ooo 
2,965,OOO 

68,008,000 
5,462,OOO 
5.220.000 
4;861;000 
4.49q.000 
4;15o;noo 
3,826,OOO 
3,549,ooo 
3,30R,OOO 
3,07R,000 

41,425,OOO 42.167.000 3,794,ooo 

107,000 
100,000 

45,961,OOO 

2,676,OOO 2,676,OOO 
2,465,OOO 2,46S,C100 
2,267,OOO 2,267,OOO 
2,083,OOO 2,083,OOO 
1,914,ooo 1,914,ooo 
1,758,OOO 1,758,clOO 
1,619,OOO 1,619,OOO 
1.496.000 1,496,OOO 
1,386,OOO 1,386,OOO 
1,281,000 1,281,000 

96,000 
90.000 
R5;ooo 
80,000 
74,000 
69,OOfl 
65,000 
65,000 

2,783,OnO 
2,565,OOO 
2,363,OOO 
2,173,OOO 
1,999,ooo 
1,838,uOO 
1,693,OllO 
1,565,OOO 
1,451,ooo 
1,346,OOO 

60,370,OOO 742.000 61,112,OOO 4,625,OOO 65,737,OOO 

1,188,000 1,188,OOO 56,000 1,244,nno 
1,108,OOO 1,108,000 56,000 1,164,OOO 
1,025,000 1,025,OOO 56,000 1,081,000 

940,000 940,000 56,000 996,000 
853,000 853,000 56,000 909,000 
763,000 763,000 56,000 l?19,000 
671,000 671,000 56,000 727,nno 
577,000 577,000 56,000 633,000 
480,000 480,000 56,000 536,000 
381,000 381,000 56,000 437,000 

68,356,OOO 742,000 69,098,OOO 5,185,OOO 74,283,OOO 

279,000 279,000 56,000 335,000 
175,000 175,000 56,000 231,000 

61,000 61,000 56,000 117,UOO 

$66,871,000 $742,000 $69,613,000 $5,353,000 $74.966.000 

Table 1 
Individual Romerakers Loans 

Section 502 Submir3ired 
1978 prr*gram authorization--fl.7 billion) 

RXPECTRD COSTS FOR $100,000,000 ADDITIONAL 
LENDING AUTHORITy 

Loan Data, 
Statutory authorization: Public Law 81-171, section 502 of the Housing Act of 1949, 
as amended. 42 U.S.C. 1472: 7 C.F.R. 1822.1. Type of credit aid: insured loans 
provided by FmHA. Loan term: 33 years of home ownership: 25 years for repair. 
Interest rate: 1 to a percent, current average interest charqed is 3 percent. 

a-/Interest costs estimates are based on an 8.5~percent cost of 15-year funds borrowed 
by FM-IA from FPB and an expected average lending rate of 3-percent . Loan termination 
data is based on F'mHA experience for years 1 through 9 (extent of data available in 
appropriate from), on Federal Housing Administration experience for years 10 through 
19, on estimates for year 20, and on the assumption of no mortgage terminations other 
than termination at final payment for years 21 through 33. 

b/Default coat estimates are based on PmHA loss experience and mortgage termination data. 
Required data was available for only 9 years, 
estimates were attempted beyond the 10th year. 

the 10th year was estimated, and no 

g/Administration cost estimates consist of loan oriqination expenses, loan servicing costs, 
and loan termination costs. 
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UNSUBSIDIZED INDIVIDUAL HOUSING LOANS 

For 12 years after the passage of the Federal Housing 
Act of 1949, FmHA housing loans were restricted to farmers. 
Finally, in 1961 the law was amended so that other rural 
residents could benefit from the E'mHA housing loan program. 
Until 1965 the annual volume of housing loans remained 
relatively low. Annual loan volume reached $186 million 
in 1963, but was otherwise at or below $131 million annually 
between 1962 and 1965. 

In 1965, with the expansion of communities served and 
increased use of the insured loan process by which loans 
could be used to raise funds from private financial insti- 
tutions, the housing loan program began to grow dramatically. 
The value of loans rose to $258 million in 1966 and to well 
over $400 million in the late 1960s. In 1974 and 1975 $884 
million and $741 million, respectively, were invested in 
unsubsidized or non-interest-credit housing. The total 
amount invested in individual housing grew, and a large 
proportion was used for subsidized loans. The obligation 
for unsubsidized loans reached $1.08 billion in 1977, but 
has since declined, with the 1979 estimate calling for only 
$674 million. FmHA is emphasizing assistance to low-income 
families with subsidized loans and is reducing its loan pro- 
gram among the moderate-income families that accounted for 
most unsubsidized individual housing loans. 

The cost elements associated with this program are 
administration and default. Loans are made at approximately 
the long-term cost of money to FmHA, so there is no interest 
subsidy cost to the Government, although the terms of the 
borrower are generally better than would be available com- 
mercially. The loan term is for 33 years. Default costs 
have historically been low. Table 2 is extended for only 
10 years, because we believe that default costs beyond that 
point are nominal. The expected default costs in this 
program appear to be only one-fourth of those in the sub- 
sidized individual housing program. We assumed identical 
cost structures for originating and servicing loans and 
processing defaults. Administration cost differences 
are accounted for by less effort expended on defaulted 
loans; experience also suggests that the unsubsidized pro- 
gram will have a higher loan termination rate through resale 
or early payoff, which w‘ill also decrease servicing costs. 

Although the program has made substantial demands for 
capital, in terms of subsidies it is a low-cost program. 
One important cost, particularly in view of constraints 
on E'mHA personnel, may be that staff resources expended in 
this program are unavailable for the other FmHA programs. 
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Table 2 

N 
G 

Individual Homeowners Loans 
Section 502 Unsubsidized 

(FY 1978 progam authorization--$955 million) 

EXPECTED COSTS FOR $loo,Ooo,OOO ADDITIONAL 
LENDING AUTHORITY 

Default cost and total 
Year fund appropriation (note a) _ Administration Total costs 

1 
2 
3 1 
4 
5 
6 
7 
8 
9 

10 
lo-year 

total 

$ 5,000 $2,560,000 $2,565,000 
15,000 131,000 146,000 
23,000 127,000 150,nol) 
24,000 120,000 144,000 
24,000 113,000 137,000 
22,000 105,000 127,000 
19,000 96,000 115,000 
19,000 89,000 108,0011 
19,000 84,000 103,000 
14,000 77,000 91,000 

$184,000 $3,502,000 $3,686,000 

Loan Data: 
Statutory authorization: Public Law 81-171, section 502 of the Housing Act 
of 1949, as amended. 42 U.S.C. 1472; 7 C.F.R. 1822.1. Type of credit aid: 
insured loans provided by FmHA. Loan terms: 33 years for home ownershio. 
Interest rate: based on the cost of Government borrowings for like maturities. 

a/No data available to extend default cost projections beyond 10 vears. Such - 
costs expected to negligible. 



RURAL RENTAL AND COOPERATIVE 
HOUSING LOANS--SUBSIDIZED- --- 

Although the Rural Rental Housing ProqraQ has operated 
since 1963, the annual loan volume di 'd not reach $100 million 
until 1973. Before 1973 the program's annual loan volume 
averaged $14 million. Loans are made to individuals and to 
public and private organizations to provide moderate cost 
rental or cooperative housing and related facilities for 
elderly persons and other persons of low and moderate incomes 
in rural areas. This program was created in recognition of 
the fact that not everyone required, wanted, or could afford 
an individual house and that young couples and the elderly 
are particularly likely to prefer this type of housing. 
The program offers both subsidized and unsubsidized loans, 
but while the unsubsidized loan volume has remained in the 
$50 million range, the 1979 request for the subsidized pro- 
gram calls for a volume of $820 million. 

Loans are made for 40 years, or 50 years for housing 
for the elderly, and interest credits may lower the interest 
rate to as little as 1 percent. The typical loan in this 
program produces a large number of housing units. In 1977, 
on a loan volume of $545 million distributed over 1,336 loans, 
32,000 housing units were produced. The cost elements in- 
cluded interest cost, administration costs, and rental assis- 
tance payments --a cost shared only with the farm labor housing 
loan program. 

No default cost is included. This is not to say that 
there will be no default cost, but the total default cost as 
of September 30, 1977, was less than 0.05 percent of the total 
loaned. It is important to understand that a default poten- 
tial exists even though it does not appear as a cost. In 
1975 through 1978, $1.8 billion was loaned in this program, 
including unsubsidized loans. The total lending before 1975 
was $417 million. We do not know if the few defaults that 
have occurred are attributable to the older or newer loans. 
If loans for rental housing are more likely to default after 
several years, then the apparent default rate is deceptive 
because 80 percent of the loans are so recent that trouble 
has not yet appeared. Default then is a potential cost, 
but one that appears quite small for the near future compared 
to the others. 

An extensive discussion of failure rates of privately 
financed and federally supported multifamily housing can be 
found in our report, "Section 236 Rental Housing--An Evalua- 
tion With Lessons For The Future" (PAD-78-13). That report 
notes that the Mortgage Guarantee Insurance Company, a major 
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mortgage insurer for privately financed multifamily projects, 
had experienced a cumulative failure rate of 1.3 percent as 
of December 31, 1974. The percentage of financial loss for 
each failure was not given. Section 236 housing projects 
had a cumulative failure rate of 6.8 percent at the same date. 
The financial loss on a failed section 236 project appears 
to be about two-thirds of the mortgage amount plus expenses. 
Differences among sponsors, renters, and terms of both 
federally supported and private mortgages make comparisons 
very subjective, but further analysis might provide better 
guideli,nes and insights as to what can be expected in 
the rural rental housing program. 

Administrative costs consist of loan origination costs 
and loan servicing expenses. Using FmHA data, we estimated 
that $100 million in additional loans involved an origina- 
tion cost of $411,000, or about $1,100 per loan. The esti- 
mate for servicing cost is based on 1976 data from the 
Mortgage Banking Association, which indicated that such 
costs are in the range of 0.13 percent of the initial amount 
of the loan. We adjusted this estimate to reflect "season- 
ing," or maturation after the first 5 years by reducing 
costs after that period by 25 percent. For this program 
we assumed that no loans are repaid early and that no 
defaults occur. Both origination and servicing costs 
are incurred in the first year: thereafter, only servicing 
costs are charged. 

The interest subsidy is the major cost. The estimates 
appearing in table 3 assume an interest rate paid by FmHA of 
8.6 percent, an average lending rate of 3 percent, and a 40- 
year amortization. In a recent response to the Subcommittee 
on Agriculture, Rural Development, and Related Agencies, 
Senate Committee on Appropriations, FmHA estimated an 
8-percent cost of money, a 2.25-percent average lending rate, 
and a 50-year loan. We also assumed that the loans would 
last for the full period of the mortgage, with no prepayment 
or graduation to other credit sources. On $100 million of 
additional program lending, the lo-year interest subsidy 
cost is $52 million and the 20-year cost is $94 million. 
The total interest cost for the 40-year period is almost 
$134 million. 

Rental assistance payments are supplemental payments 
made to the owners of FmHA-financed rental housing when a 
tenant is unable to pay the full rent. The allowable rental 
rate is based on mortgage cost, operating and maintenance 
expenses, and a limited profit. Rental assistance is used 
when tenants cannot pay the basic rent with 25 percent 
of their income. Including rental assistance costs in this 
program and in the farm labor housing program may be ques- 
tioned because both programs can exist without this 
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additional support. However, this ,form of assistance is 
being used regularly and without it the nature of both pro- 
grams would change. 

Information provided by F'mHA suggests that about 4,300 
of the 42,500 rural rental housing units planned for 1979 may 
receive rental assistance under the plan which provides new 
housing with a 20-year rental assistance agreement. There 
is another plan for rental assistance for existing housing 
that we believe is not applicable when considering the costs 
for an additional $100 million in rural rental housing loans. 
Since the estimate of 42,500 units is based on an authoriza- 
tion of $820 million, we used the same proportion to make an 
estimate of 5,182 units developed by $100 million. Ten percent 
of these units receiving annual rental assistance of $1,368 
each results in a total cost estimate of $709,000. The FmHA 
estimates, not shown, of the total cost of rental assistance 
incorporate an inflation factor which results in substantially 
higher costs over the same period. 

The combined costs of interest subsidy and rental assis- 
tance are substantial. For a $100 million initial loan 
amount the costs of these two items total almost $60 million 
at the end of 10 years and exceed $100 million at the end 
of 20 years. Costs decrease slowly because a 40-year mort- 
gage does not pay principal very rapidly in the early years 
and because rental assistance payments do not decrease. To 
the extent that loans are made for 50 years, the total inter- 
est subsidy is underestimated, but the difference is minor 
until the later years. 
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Year 

1 

: 
4 

65 

l 
9 

10 
lo-year 

total 

11 
12 
13 
14 
15 
16 
17 

11: 
20 

20-year 
total 

:: 
30-year 

total 

:i 
40-year 

total $133,759,800 814,180,000 $147,939,000 $4,491,000 $152,430,000 

1ntcrest Rental assistance 
a payments 

(note a1 (note b) 

$5,563,000 
5,489,000 
5,412,000 
5,332,OOO 
5,251,OOO 
5,166,OOO 
5,080,000 
4,990,ooo 
4,898,OOO 
4,803,000 

51,984,000 

4,705,ooo 
4,605,OOO 
4,501,000 
4,394,ooo 
4,283,OOO 
4,170,000 
4,053,000 
3,932,ooo 
3,808,OOO 
3,680,OOO 

94,115,ooo 

2,978,OOO 
2,164,OOO 

5 709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 

7,090,000 

709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 
709,000 

14,180,000 

0 

122,865,OOO 

1,218,000 
118,000 

14,180,000 

0 
0 

Table 3 

Rural Rental Rousing Loans--Subsidiacd 
Sections 515 c 521 

Total fund Administration Total costs 
appropriation costs a (note cl 

$6,272,000 $541,000 $6,813,000 
6,198,OOO 130,000 6,328,OOO 
6,121,OOO 130,000 6,251,OOO 
6,041,OOO 130,000 6,171,OOO 
5,960,OOO 130,000 6,090,OOO 
5,875,OOO 98,000 5,973,ooo 
5,789,OOO 98,000 5,887,OOO 
5,699,OOO 98,000 5,797,ooo 
5,607,OOO 98,000 5,705,ooo 
5,512,OOO 98,000 5,610,000 

59,074,ooo 1,551,ooo 60,625,OOO 

5,414,ooo 
5,314,ooo 
5,210,OOO 
5,103,000 
4,992,ooo 
4,879,OOO 
41762,000 
4,641,OOO 
4,517,ooo 
4,389,OOO 

98,000 5,512,OOO 
98,000 5,412,OOO 
98,000 5,308,OOO 
98,000 5,201,000 
98,000 5,090,000 
98,000 4,977,ooo 
98,000 4,860,OOO 
98,000 
98;OO0 

4,739,ooo 
4,615,OOO 

98,000 4,487,OOO 

108,295,000 2,531,OOO 110,826,OOO 

2,978,OOO 98,000 3,076,OOO 
2,164,OOO 98,000 2,262,OOO 

137,045,000 140,556,OOO 

1,218,OOO 
118,000 

3,511,ooo 

98,000 
98,000 

1,316,OOO 
216,000 

Loan Data: 
Statutory authorlzatlon: Public Law 81-171, sections 515 and 521 of the Housing 
Act of 1949, as amended. 42 U.S.C. 1485 and 1409(a); 7 C.P.R. 1822.81. Type of 
credit aid: insured loans provided by FnSIA. Loan term: 50 year* for senior 
citizens’ nonprofit projects; 40 years for others. Interest rate: as low aa 1 
percent7 estimate of 3 percent used in calculation of subsidy costs. 

s//Based on 8.6 percent cost of 2%year funds borrowed by FmHA from FFB, an expected 
lending rate of 3 percent, IO-year level payment araortization, and principal 
reduced only by amortization. 

b/Rental assistance cost projection is based on 10 percent of units receiving 20-year 
rental assistance agreement with an annual costs of $1,368 per unit (not corrected 
for future inflation). 

g/Insufficient default experience to estimate losses, but such losses expected to be 
saw11 relative to interest cost and rental assistance. 
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FARM LABOR HOUSING LOANS 

Farm labor housing loans are made to provide rental 
housing for domestic farm workers and their families, who, 
overall, are among the most poorly housed segment of our 
population. These loans may be made to farm owners, public 
bodies, or private nonprofit organizations on terms that pro- 
vide 33-year mortgages and a l-percent interest rate. By 
FmHA standards, the program is modest in size. The 1977 obli- 
gation was $5.3 million, the 1978 budget estimate was $10 
million, and the 1979 budget requested $38 million. 

Even with the substantial interest subsidy, this housing 
is too expensive for the beneficiary population without 
additional assistance. This program is notable for the way 
in which additional assistance is integrated with the program 
so that a total financial package responsive to the needs 
of this community can be prepared. The additional services 
or funds provided are farm labor housing grants and rental 
assistance payments. On an individual case basis, it might 
be argued that the costs of a farm labor housing loan should 
include only interest, default, and administration costs. 
But an examination of the overall program reveals that grants 
and rental assistance are an integral part of the plan to 
provide the proposed level of housing assistance. Including 
them as costs is no different than including default costs 
even though most loans will not have such a cost. This is 
essentially admitted in the budget justification statement, 
which reads: 

"The demand for this program will be stimulated 
by the availability of the rural assistance pro- 
gram subsidy and by the substantial increase 
proposed for domestic farm labor grants in 
FY 1979." 

For this reason grant and rental assistance costs are included 
in calculating the cost of an additional $10 million in 
program loans. 

The grant cost is a major one-time cost incurred when 
the loan funds are obligated or paid. The 1979 budget 
requested a grant level equal to the loan program level, 
but we used the 1978 estimate, in which the grant level was 
about 75 percent of that-level. Thus a $10 million addi- 
tional loan authorization is likely to be accompanied by a 
grant request of $7.5 million. 

The interest subsidy cost is the major continuing cost. 
The estimate is based on an 8.6-percent cost of long-term 
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funds to FmHA, a l-Percent lendinq rate, and amortization over 
33 years. Since these are nonprofit or limited-profit under- 
takings, the loan is expected to last for the full period 
of the mortgage with no prepayment and no transfer to other 
sources of credit. The 10- and 20-year interest subsidy 
costs on $10 million of additional loans are $6.5 million 
and $11 million, respectively, giving this program the highest 
ratio of interest subsidy to initial loan of any program 
for comparable periods. 

The rent on an apartment is based on the mortgage cost 
and on operating and maintenance costs. Rental assistance 
payments, also used in the rural rental housing loan proqram, 
make up the difference between the rental rate and the 
tenants' payment, which is calculated at 25 percent of their 
income. On new property the rental assistance agreement 
is established for 20 years; on existing property the basic 
agreement is for 5 years and is renewable. In 1978, 700 
of the 5,000 new rental assistance units were reserved for 
farm labor housing. FmHA personnel were not aware of any 
farm labor housing that received rental assistance under 
the 5-year existing housing option. 

At this writing FmHA plans were indefinite as to how 
rental assistance would be distributed in 1979, but it was 
anticipating 5,000 rental assistance units on new property. 
If 700 are again reserved for farm labor housing, it would 
mean that 23 percent of the planned production of 3,000 
farm labor housing units would receive rental assistance. 
Since these 3,000 units would be developed with $38 million 
in loans, a proportional estimate would be that an additional 
$10 million in loans provides 790 units, of which 182 (23 
percent) would receive rental assistance. Since FmHA also 
estimated that the annual rental assistance cost for a new 
unit is $1,368 (no differentiation was made between the 
rural rental and farm labor programs), the total annual 
rental assistance cost on $10 million would be $249,000. 
FmHA also developed estimates of the future costs of rental 
assistance which incorporated an inflation factor. 

Administrative costs consist of loan origination costs 
and normal loan servicing costs. Origination costs, incurred 
only during the first year of loan activity, are the major 
administrative costs. First year administrative costs of 
$256,000 include $243,000' in origination costs and $13,000 in 
servicing costs. Annual servicing costs remain constant for 
the remaining years of loan activity, reflecting the assump- 
tions that there are neither defaults nor graduations to other 
sources of credit. The average loan origination cost (based 
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on F'mHA data) is estimated at $1,47.0; the servicing cost 
(based on a mortgage industry average cost factor of 0.13 per- 
cent of original loan principal) is estimated at $79 per loan. 
Because of the nature of this program and the clientele 
being served, we believe that the annual servicing estimate 
is very low. Better estimates, unfortunately, are not avail- 
able. 

Disregarding the grant cost, this program incurs 
cumulative expenses equal to 95 percent of the loan in 10 
years and 165 percent in 20 years. The projection assumed 
that rental assistance payments terminated after 20 years, 
which was the length of the original aqreement. Whether 
these payments would actually be terminated depends on 
several factors, including inflation, price and income levels, 
and housing operating costs. 

27 



Year 

Interest 
cost 

(note a) 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
lo-year 

total 

$750,000 
731,000 
711,000 
691,000 
671,000 
650,000 
629,000 
608,000 
587,000 
566,000 

Grant 
cost 

(note b) 

$7,500,000 

6,594,OOO 

11 

;: 
14 
15 
16 
17 
18 

:z 
20-year 

total 

544,000 
522,000 
500,000 
478,000 
456,000 
433,000 
411,000 
388,000 
364,000 
341,000 

11,031,000 

7,500,000 

7,500,000 

21 317,000 
22 293,000 
23 269,000 
24 245,000 
25 220,000 
26 195,000 
27 170,000 
28 144,000 
29 119,000 
30 93,000 
31 66,000 
32 40,000 
33 13,000 

Total $13,215,000 $7,500,000 

Loan Datat 

Table 4 

Domeatic.Farn Labor Rousing Loans 
(FY 1978 program authorization--S10 million) 

EXPECTED COSTS FOR $10,000,000 ADDITIONAL 
LENDING AUTHORITY 

Rental 
assistance 

cost 
(note cl 

s24q,ooo 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 

2,490,ooo 

249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 
249,000 

4,980,OOO 

$4,980,000 

Total fund Administration Total costs 
appropriation cost (note cl) 

S8,499,000 $256,000 SR,755,000 
980,000 13,000 993,000 
960,000 13,000 973,000 
940,000 13,000 953,000 
920,000 13,000 933,000 
899,000 13,000 912,000 
R7A,OOO 13,000 891,000 
857,000 13,000 A70,OOO 
836,000 13,000 849,000 
815,000 13,000 828,000 

16,584,OOO 16,957,OOO 

793,000 
771,000 
749,000 
727,000 
705,000 
682,000 
660,000 
637,000 
613,000 
590,000 

373,000 

13,000 
13,000 
13,000 
13,000 
13,000 
13,000 
13,000 
13,000 
13,000 
13 000 - 

5n3,noo 

13,000 
13,000 
13,000 
13,rJoo 
13,000 
13,000 
13,000 
13,000 
13,ono 
13,000 
13,000 
13,000 
13,000 

806,000 
7R4,000 
762,000 
740,000 
718,000 
695,000 
t;73,nno 
650,000 
626,000 
603,000 

23,511,OOO 24,014,OOO 

317,000 
293,000 
269,000 
245,000 
220,000 
195,000 
170,000 
144,000 
119,000 

93,000 
66,000 
40,000 
13,000 

330,000 
306,000 
282,000 
258,000 
233,000 
208,000 
l(13,OOO 
157,000 
132,000 
106,000 

79,000 
53,000 
26,000 

S25,695,000 $672,000 $26,367,000 

section 514 of the Housing Act of 1949. Statutory authorization: Public Law 87-70, I 
42 U.S.C. 1484; 7 C.F.R. 1822.61. Type of credit aid: insured loans provided by FmHA. 
Loan term: maximum loan term is 33 years. Mans may be accompanied by grants: 1978 
proportion of grants to loans--75 percent. Interest rate: 1 percent. 

g/Based on 8.5-percent cost of 25-year funds borrowed by PmHA from FFR, an expected 
lending rate of 1 percent, and a 33-year level payment amortization. 

b/Grant cost projection is based on FY 1978 grant-to-loan relationship. 

c/Rental assistance cost projection is based on 23 percent of units receiving 20-year 
rental assistance agreement with an annual cost of $1,368 per unit (not corrected for 
future inflation). 

d/Insufficient data available to estimate default costs. Total costs understated by 
default costs that will occur. 
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WATER AND WASTE DISPOSAL LOANS 

Public, quasipublic, and nonprofit associations are 
eligible to receive water and waste disposal loans pri- 
marily for replacement or improvement of water systems, 
waste disposal systems, or combined systems. These loans 
have a 5-percent interest rate and a 40-year repayment 
period. Rorrowing organizations may also be eliqible for 
water and waste disposal grants. Grants may be provided 
if financing the total cost of the system would impose 
an excessive cost burden on beneficiaries. During 1977, 
2,048 water and waste disposal loans totaling $750 million 
and 1,430 grants totaling $346 million were made. The esti- 
mate for 1978 was that there would be 1,710 loans for $750 
million and 971 grants for $250 million. The 1977 grant 
total appears to exceed the aggregate grant authority of 
$300 million, but this was accomplished by brinqinq forward 
unobligated balances; the actual appropriation for 1977 
was $275 million. 

Cost elements associated with this program include 
interest subsidy, grants, and administration. The interest 
subsidy is based on the difference between the rate that 
FmHA pays, estimated at 8.6 percent for long-term funds, 
and the rate at which it lends, 5 percent. This 3.6- 
percent subsidy is applied against a loan principal that is 
amortized over 40 years. The projection of interest suhsidv 
costs assumed that loans were not prepaid and that thev 
lasted for the full 40-year term. On $100 million in addi- 
tional loans, interest costs will total $34 million after 
10 years, $64 million after 20 years, and $94 million hv 
the time the loan is repaid. 

Grant costs of $33.3 million are projected for the first 
year of loan activity, based on the 1978 grant-to-loan ratio 
of 1 to 3 and a similar ratio projected for 1979. Admittedly, 
one can question whether a grant program should be tied this 
closely to a loan program. In a particular case a project 
might be undertaken without grant support, but the 1977 to 
1978 data indicates that a large proportion of loan requests 
qualify for and receive grants. Thus, within the leqisla- 
tively imposed constraints that these grants may not exceed 
$300 million in the aggregate in any fiscal year and that 
a grant may not exceed 50. percent of the project cost, the 
loan and grant mechanisms were apparently designed to operate 
together, providing facilities to rural communities that 
could not otherwise afford them. 

No default costs are projected. They should be low, 
perhaps negligible, in part because grants are provided to 



prevent the user charges from excessively burdening the 
community. 

Administration costs consist of loan origination costs 
and normal loan servicing costs. First year administrative 
costs of $419,000 include $332,000 in origination costs and 
$87,000 in servicing costs. Every third year, beginning 
with the fourth year, annual administrative costs increase 
due to additional servicing efforts required for those 
years. Since no defaults or early repayments are assumed, 
annual administrative costs remain constant over the 40- 
year mortgage term. The lo-year and 20-year costs of 
administration are $710,000 and $1,024,000. Much of this 
is due to loan origination costs. 

The total costs incurred bv a given year's appropriation 
will amount to nearly two-thirds of that year's program level 
in 10 years and to 96 percent in 20 years. The total costs 
over the 40-year term are projected at $127 million for 
a $100 million appropriation. 



Table S 

Year 

1 
2 
3 
4 

2 
7 
8 
9 

10 
lo-year 

total 

:: 
13 
14 

:", 
17 
18 
19 
20 

20-year 
total 

2s 
30 

30-year 
total 

3s 
40 

40-year 
total 

Water and Waste Disposal Loans 
(FY 1978 program authorization--$750 million1 

EXPECTED COSTS FOR $100,000,000 ADDITIONAL 
LENDING AUTHORITY 

Interest cost Grant cost 
(note a) 

$3,586,000 
3,556,OOO 
3,525,OOO 
3,492,ooo 
3,4s7,000 
3,421,OOO 
3,383,OOO 
3,343,ooo 
3,301,000 
3,256,OOO 

(note b) 

$33,300,000 

x 

: 
0 
0 

: 
0 

33,300,000 

0 
0 
0 
0 
0 
0 
0 

0" 
0 

33,300,000 

0 
0 

33,300,000 

0 
0 

$33,300,000 

34,320,OOO 

3,210,OOO 
3,161,OOO 
3,109,000 
3,055,000 
2,999,ooo 
2,939,ooo 
2,876,OOO 
2,810,OOO 
2,741,OOO 
2,668,OOO 

63,888,OOO 

2,243,OOO 
1,698,OOO 

85,630,OOO 

999,000 
101,000 

$94,483,000 

Total fund 
appropriation 

Administration 
cost 

Total costs 
(note c) 

$36,886,000 $419,000 $37,305,000 
3,SS6,000 23,000 3.579.000 
3,525,OOO 23,000 3;548;000 
3,492,ooo 51,000 3,543,ooo 
3.457.000 
3;421;000 

23,000 3,480,OOO 
23,000 3,444,ooo 

3,383,000 51,000 3,434,ooo 
3,343,ooo 23,000 3,366,OOO 
3,301,000 23,000 3,324,OOO 
3,256,OOO Sl,OOO 3,307,ooo 

67,620,OOO 

3,210,OOO 
3,161,OOO 
3,109,000 
3,oss,ooo 
2,999,ooo 
2,939,ooo 
2.876.000 
2;810;000 
2,741,OOO 
2,668,000 

97,188,OOO 1,024,OOO 98,212,OOO 

2,243,OOO 51,000 2,294,ooo 
1,698,OOO 23,000 1,721,OOO 

118,930,OOO 1,338,OOO 120,268,OOO 

999,000 23,000 1,022,000 
101,000 51,000 152,000 

$127,783,000 $1,680,000 $129,463,000 

710,000 68,330,OOO 

23.000 
23;OOO 

3,233,OOO 
3,184,OOO 

51,000 3,160,OOO 
23.000 
23;OO0 

3,078,OOO 
3,022,OOO 

51,000 2,990,ooo 
23.000 
23;OO0 

2,899,OOO 
2,833,OOO 

51,000 2,792,ooo 
23,000 2,691,OOO 

Loan Data: 
Statutory authorization: Public Law 92-419. Consolidated Farm and Rural Development 
Act, section 306. 7 U.S.C. 1926. Type of credit aid: insured loans provided by 
PmHA. Loan term: maximum of 40 years. Interest rate: 5 percent. Loan recipients 
are generally public and nonprofit organizations. 

g/Based on 8.6-percent cost of ZS-year funds borrowed by FmHA from FFB and expected 
lending rate of 5 percent. The principal outstanding is reduced by amortization 
only. 

ty/Based on FY 1978 grant-to-loan ratio of 1 to 3 and a similar ratio projected for 
FY 1979. 

d/Insufficient default experience to estimate losses, but such losses expected to be 
minimal. 
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COMMUNITY FACILITY LOANS 

FmHA lending was expanded to all vital rural community 
facilities under the Rural Development Act of 1972 (Public 
Law 92-419). The act authorized FmHA loans for essential 
community facilities, such as fire departments, community 
halls, hospitals, nursing homes, and public recreation 
facilities. Loans are made at a 5-percent rate with repay- 
ment periods of up to 40 years, but with an average of 20 
years. In 1977, 382 loans totaling $200 million were made. 
Loan authorization of $250 million is requested for 1979. 

Cost elements of this program include interest subsidy 
and administration. The interest subsidy is calculated as 
the difference between the interest rate at which FmHA makes 
loans, 5 percent, and its borrowing rate from FFB, 8.6 per- 
cent for 20-year loans. The interest subsidy costs on 
$100 million in additional loans amount to almost $30 million 
after 10 years and almost $42 million after 20 years. 

We believe that these loans have a low default risk 
because they provide funds for essential community services. 
FmHA data shows that only one similar loan, a water and 
waste disposal loan, has defaulted. In a loan to a community 
or representative agency, the entire cost of debt servicing 
can be spread over a relatively'large population. On the 
other hand, a changing economic climate or technological 
change has been known to hurt small communities dependent 
on a local industry. Although default is unlikely, its pos- 
sible occurrence must be considered. We would certainly 
encourage analysis and data collection to develop improved 
estimates of the cost of default. 

Administration costs consist of normal loan servicing 
costs and, in the first year, loan origination costs. 
FmHA provided data from which we estimated that origination 
costs would be $1,963 per loan and first year servicing 
efforts would be $750 per loan. Annual servicing costs 
incurred in later years are estimated at $420 or $160 per 
loan, depending on the specific servicing efforts required: 
site visits are generally made every third year. First year 
administrative costs of $459,000 include $332,000 in origi- 
nation costs and $127,000 in servicing costs. Annual admin- 
istrative costs in the subsequent 19 years are either $27,000 
or $71,000 reflecting service without and with site visits. 

In terms of future financing requirements, the community 
facility program can be regarded as making moderate demands 
on FmHA resources. Default is unlikely and the interest 
subsidy is moderate, but once made, a loan is not likely 
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to leave the system until the final'payment is made. costs 
total 30 percent of the initial amount-after 10 years and 
over 43 percent for the 20-year life of the loans. 



Table 6 

Community Facility Loans 
(FY 1978 program authorization--$250 million) 

EXPECTED COSTS FOR $lOO,OOO,OOO ADDITIONAL 
LENDING AUTHORITY 

Year 

1 
2 
3 4 

5 
6 
7 
8 
9 

Interest cost and 
fund appropriation 

(note a) 

$3,546,000 
3,436,OOO 
; t;;; 8;; 

3:070:000 
2,935,ooo 
2,794,ooo 
2,645,OOO 
2.489.000 

10 
lo-year 

total 

2;324;000 

29,757,ooo 

11 2,151,OOO 
12 1,970,000 
13 1,779,ooo 
14 1,578,OOO 
15 1,367,OOO 
16 1,144,ooo 
17 912,000 
18 667,000 
19 410,000 
20 

ZO-year 
total 

139jooo 

$41,874,000 

Administration Total costs 
cost (note b) 

$459,000 $4,005,000 
27,000 3,463,OOO 
27,000 3,347,ooo 
71,000 3,269,OOO 
27,000 3,097,ooo 
27,000 2,962,OOO 
71,000 2,865,OOO 
27,000 2,672,OOO 
27,000 2,516,OOO 
71,000 2,395,ooo 

834,000 30,591,000 

27,000 2,178,OOO 
27,000 1,997,ooo 
71,000 1,850,OOO 
27,000 1,605,OOO 
27,000 1,394,ooo 
71,000 1,215,OOO 
27,000 939,000 
27,000 694,000 
71,000 481,000 
27,000 166,000 

$1,236,000 

Loan Data: 
Statutory authorization: Public Law 92-419. Consolidated Farm and Rural 
Development Act, section 306. 7 U.S.C. 1926; 7 C.F.R. 1933.1. TY??e 
of credit aid: insured loans provided by FmHA. Loan term: Not to exceed 40 
years; average, 20 years. Interest rate: 5 percent. Loan recipients are 
generally public and nonprofit organizations. 

a/Based on 8.6-percent cost of 20-year funds borrowed from FFB. Lending rate 
of 5 percent. Twenty-year amortization. 

WInsufficient default experience available to estimate losses, but such losses 
expected to be minimal. 
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FARM OWNERSHIP LOANS 

FmHA farm ownership loans during 1977 accounted for 
nearly 7 percent of total loan funds provided by the agency 
(not including business and industrv loans). While FmHA 
has evolved from its original mission as a supervised 
credit agency for low-income farmers into a multifaceted 
credit arm of rural development, the farm ownership pro- 
gram is still a major loan program. In terms of cumulative 
lending activity through 1976, this program accounted for 
over one-eighth of total FmHA lending. 

Farm ownership loans are made to borrowers who cannot 
otherwise obtain credit to buy, improve, or enlarge farms. 
A number of loans are made jointly with loans from the 
Federal Land Banks, thus reducing the subsidy to the farmer. 
Statutory limits for loans are $100,000 with 40-year repay- 
ment periods at a 5-percent interest rate. Rorrowers who 
later prosper sufficiently to qualify for conventional, 
non-FmHA credit sources will "graduate" from FmHA credit. 
A mortgage on farm real estate may be used for collateral for 
FmHA farm ownership loans. Insured loans appear to be the 
predominant type of loans made. Total farm ownershiD loans 
made averaged $213 million annually from 1962 to 1968 and 
nearly $340 million annually from 1968 to 1976. Loans 
averaged nearly $19,000 each from 1962 through 1972 and 
about $33,000 from 1972 through 1976. In 1977, 11,122 loans 
averaging about $41,000 each were made for a total obliga- 
tion of $451 million. We estimate that an additional $100 
million in loans would result in 2,632 additional loans 
averaging $38,000 each. 

Cost elements associated with this program include 
interest subsidy, default, and administration. The major 
cost is the interest subsidy, which is essentially the dif- 
ference between the interest rate that FmHA pays for hor- 
rowed funds from FFB and the interest rate at which it makes 
loans. If all loans lasted for 40 years, the interest 
subsidy could be calculated directly from amortization 
tables. However, the annual graduation of some of the loans 
to other non-FmHA sources of credit requires the interest 
subsidy to be adjusted. Based on FmHA data we assume that 
about 2.5 percent of the existing loans will graduate an- 
nually. Thus, the interest subsidy cost is related directly 
to both the annual graduation factor and the declining 
volume of remaining loan principal. The interest subsidy 
on $100 million of additional loans will have totaled $30.3 
million after 10 years and $50.7 million after 20 vears. 
The total interest subsidy for the 40-year period is esti- 
mated at $66.2 million. 
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Administration costs consist.of loan origination costs 
and normal loan servicing costs. Default servicing was 
assumed to be negligible. Similarly, the cost to graduate 
a loan to other credit sources is estimated as part of the 
servicing cost. Origination costs, incurred only during 
the first year of loan activity, constitute the major 
administrative costs during that year, First year admin- 
istrative costs of almost $2.8 million include $2.65 million 
in origination costs and $127,000 in servicing costs. Admin- 
istration costs, which include only servicing costs after 
the first year, decline over the subsequent 39 years due to 
a declining volume of loans requiring servicing. Loan origi- 
nation costs, based on FmHA data, are estimated at $1,016 
per loan. Annual servicing costs, based on mortgage banking 
industry estimates of 0.13 percent of initial loan principal, 
are estimated at $50 per loan during the first 5 years of 
loan activity and $36 during the remaininy 35 years. The 
decline in annual servicing costs reflects the reduced ser- 
vicing effort required of seasoned or mature loans. 

Default costs appear to be a minor cost consideration, 
amounting to less than 0.5 percent of total program costs 
incurred over the first 10 years. According to a December 
1977 FmHA report, the overall loss rate to date amounts to 
0.16 percent of funds advanced. The loss rate for this 
program can be considered reasonably accurate since losses 
have been incurred over a relatively long period as the 
loan volume has remained relatively constant. 

The expenses incurred by a given year's appropriation 
will amount to one-third of that year's program level in 
10 years and 55 percent in 20 years. Nearly 90 percent 
of these costs are interest costs, and most of the remain- 
ing 10 percent are attributable to administration costs. 
The average annual cost of years 2 through 10 is 3 percent 
of the initial amount loaned. 

The Agricultural Credit Act of 1978 (Pllhlir Tlww 95-334) 
essentially terminated this program and replaced it with a 
program that provides loans at the market rate of interest 
to middle-income farmers and subsidized loans to low-income 
limited resource farmers. (See pp. 2 and 3.) 



Year 

1 
2 
3 
4 
5 
6 

;: 
9 

10 
lo-year 

rota1 

11 
12 
13 
14 

:: 
17 
16 
19 
20 

20-year 
total 

:i 
30-year 

total 

:: 
40-year 

total 

Table 7 

Farm Ownership Loans 
(PY 1978 program authorization--$550 million) 

EXPECTED COSTS FOR $100,000,000 ADDITIONAL 
LENDING AtM'HORITY 

Interest cost 
(note a) Default cost 

Total fund Administration 
appropriation coat Total costs 

$3,541,000 
3,424,OOO 
3,308,OOO 
3,196,OOO 
3,085,000 
2,976,OOO 
2,869,OOO 
2,?64,000 
2,661,OOO 
2,559,ooo 

S;;,g; 

14:ooo 
14,000 
14,000 
14,000 
10,000 
10,000 
10,000 
10,000 

$3,555,000 $2,781,000 $6,336,000 
3,438,OrlO 124,000 3,562,OOO 
3,322,OOO 120,ono 3,442,OOO 
3,210,OOO 117,000 3,327,OOO 
3,099,ooo 115,000 3,214,OOO 
2,990,ooo 84,000 3,074,000 
2,879,OOO 82,000 2,961,OOO 
2,774,OOO 80,oao 2,854,OOO 
21671,000 78,000 2,749,ooo 
2,569,OOO 76,000 2,645,OOO 

30,383,000 124,000 30,507,000 3,657,000 34,164,OOO 

2,460,OOO 10,000 2,470,OOO 74,000 2,544,OOO 
2,362,OOO 10,000 2,372,OOO 72,000 21444,000 
2,265,OOO 10,000 2,275,OOO 70,000 2,345,OOO 
2,170,000 10,000 2,180,000 68,000 2,248,OOO 
2,076,OOO 10,000 2,086,OOO 67,000 2,153,OOO 
1,984,000 10,000 1,994,ooo 65,000 2,059,ooo 
1,893,OOO 10,000 1,903,000 63,000 1,966,OOO 
1,803,000 4,000 1,807,000 62,000 1,869,OOO 
1,714,ooo 4,000 1,718,OOO 60,000 1,778,OOO 
1,627,OOO 4,000 1,631,OOO 59,000 1,690,OOO 

50,737,ooo 206,000 50,943,ooo 4,317,ooo 55,260,OOO 

1,205,OOO 4,000 1,209,000 52,000 1,261,OOO 
804,000 4,000 806,000 46,000 854,000 

62,409,OOO 

417,000 
38,000 

$66,206,000 

246,000 62,655,OOO 67,484,OOO 

3,000 420,000 
3,000 41,000 

4,829,000 

40,000 
35,000 

460,000 
76,000 

b/$280,000 $66,486,000 $5,223,000 $71,709,000 

Loan Data: 
Statutory authorization: Public Law 87-128. Consolidated Farm and Rural Development 
Act, section 302. 7 U.S.C. 1922; 7 C.F.R. 1904.180. Type of credit aid: insured loans 
provided by FmBA. Loan term: maximum of 40 years. Interest rate: 5 percent. 

a/Based on 8.6-percent cost of 25-year funds borrowed by FmRA from FFB and expected 
lending rate of 5 percent. The principal outstanding is reduced both by amortization 
and by graduation to other credit sources. 

b/Column may not add due to rounding. 
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FARM OPERATING LOANS 

Farm operating loans account for one-sixth of cumu- 
lative funds provided by FmHA through 1977. Farm operating 
loans can be used to purchase feed, fertilizer, livestock, 
machinery, or other elements of production and to undertake 
other farming-related activities. These are generally 
insured loans made through the Agricultural Credit Insurance 
Fund, often secured by chattel mortgages, and made to family 
farmers and ranchers who cannot otherwise obtain conventional 
credit for production financing. Loan repayment varies 
from 1 to 7 years, depending on its purpose, and the interest 
rate is set annually based upon the current Treasury rate for 
loans with similar maturities. The statutory loan limit 
is $50,000. Using recent loan data, we estimate that increas- 
ing the program authority by $100 million would result in 
approximately 8,200 new loans. 

Cost elements associated with this program include de- 
fault and administration costs. There is no interest sub- 
sidy since interest rates are based on an averaqe Treasury 
rate for loans with similar maturities. Data from 3 years 
was available to estimate the annual termination rate-- 
the yearly rate at which loans are liquidated. Thirty- 
five percent of loans are paid off during the first 2 
years, and we assume that the remaining loans are paid off 
at an equal annual termination rate of 13 percent. We have 
not allowed for possible loan renewals at the end of 7 years. 

The annual default cost is based upon FmHA statistics, 
which indicate that 1.8 percent of terminated loans were 
in default. From that we have estimated an annual default 
rate of 0.36 percent for outstanding loans, or $360,000, 
as an estimate of first year loan default losses on total 
loans of $100 million. The data organization function needs 
to be improved to provide adequate default cost information. 
It is presently not possible, without excessive staff use, 
to determine the default and loss historv of loans made in 
a particular year. 

Annual administration costs consist of loan oriqination 
costs, normal loan servicing costs, and loan default servic- 
ing costs. We assume that normal loan termination (that is, 
being paid in full) dr>es not require additional servicing 
efforts. Origination costs, incurred only during the first 
year of loan activity, constitute the major administrative 
cost. First-year administration costs of nearly S2.1 mil- 
lion include almost $2 million in origination costs, 
$105,000 in servicing costs, and $27,000 in default servicing 
costs. Administrative costs decline over the subsequent 6 



years due to a declining volume of loans requiring servicing. 
Loan origination costs, based on FmHA data, are estimated 
at $240 per loan, while annual servicing costs, based on 
mortgage banking industry data, are estimated at $16 per 
loan. We assumed that the loan default servicing costs 
were equal to loan origination costs. 

Cumulative expenses of $4.3 million will be incurred 
over the 7-year period of loan activity for an initial 
loan amount of $100 million. About three-fifths of these 
costs are administration costs and the rest are attributable 
to default costs. Nearly half of the 7-year cumulative 
cost of $4.3 million is due to first-year origination costs. 
Costs in this program are quite low compared to other 
programs--particularly those with interest subsidies. How- 
ever, the costs of this program are also likely to show 
sharp variations in response to local and national economic 
conditions. 
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Year 

1 
2 
3 
4 
5 
6 
7 

7-year 
total 

Table 8 

Farm Operating Loans 
(FY 1978 program authorization--$825 million) 

EXPECTED COSTS FOR $100,000,000 ADDITIONAL 
LENDING AUTHORITY 

Default cost and Administration 
total fund appropriation cost Total costs 

$360,000 $2,092,000 $2,452,000 
270,000 106,000 376,000 
234,000 86,000 320,000 
234,000 69,000 303,000 
234,000 52,000 286,000 
234,000 34,000 2fi8,OOO 
234,000 18,000 252,1)00 

$1,800,000 $2,457,000 $4,257,000 

Loan Data: 
Statutory authorization: Public Law 87-128. Consolidated Farm and 
Rural Development Act, section 312. 7 U.S.C. 1942; 7 C.F.R. 1904.175. 
Type of credit aid: insured loans provided bv FmHA. Loan term: 1 to 7 
years, renewal possible. Interest rate: based on current average 
Treasury rate for similar maturities. 



FARM EMERGENCY LOANS - 

The farm emergency loan program provides emergency, 
temporary financing to cover farm losses caused by a natural 
disaster. Loans have variable repayment periods depending 
on the purpose of the loan and the financial capacity of 
the borrower. Interest rates for these loans were generally 
5 percent, but loans are now being made with rates of 1, 3, 
or 5 percent, depending upon the use and amount of the loan. 
Operating loans at the market rate of interest may also 
be made through this program to a borrower who is recover- 
ing from a natural disaster. The cost prajections for this 
program are based on an assumed lending rate of 5 percent; 
they would obviously be somewhat larger if loans were made 
at lower interest rates. This program should not be confused 
with a separate program, emergency livestock loans, in 
which private lenders make FmHA-guaranteed loans at a mar- 
ket rate of interest to livestock producers. 

From 1962 to 1972 the annual loan volume in this pro- 
gram averaged about $90 million. The average for 1973 
through 1977 increased over six-fold to $609 million. This 
program appears to be characterized by substantial fluctu- 
ations in loan volume, which between 1973 and 1977 ranged 
from $128 million to $1.2 billion. The program is also 
unusual in that the appropriation language allows funds 
to be made available in whatever amounts are necessary to 
respond to natural disasters. Thus, natural events rather 
than specific congressional appropriation determine the 
funding level. 

Cost elements associated with this program include 
interest subsidy, default losses, and administration. The 
interest cost is based on an FmHA borrowing rate of 8.3 per- 
cent for 5-year funds from FFB and a projected lending rate 
of 5 percent for loans of similar maturities. The E'mHA 
report, "Longer-Term Average Maturity of Funding from the 
Federal Financing Bank," estimated that emergency loans had 
an average life of 4.4 years. That report provides little 
data to develop a loan repayment schedule. The only legiti- 
mate inference that can be drawn is that a higher-than-aver- 
age percentage of loans are repaid in years 1 and 7. We 
assumed arbitrarily that the principal on these loans 
is repaid at the following percentayes per year: 15, 10, 
10, 10, 15, 15, 25. Under this assumption the estimate for 
the interest subsidy cost over the life of the loans is 
almost $14.5 million on $100 million in loans. 

Data sources allowed us to estimate that default 
losses were 2.6 to 2.9 percent of loans during the operation 
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of the program. The loss rate has to be adjusted to reflect 
the fact that losses should be measured mainly aqainst 
loans repaid and not against the total of loans repaid 
and loans outstanding. With this adjustment, it appeared 
that a 4-percent loss rate was appropriate. This is a 
loss rate for the entire period of the loan, so it is 
prorated annually in proportion to the amount of principal 
repaid. Thus, in the first year the loss will be 4 percent 
of 15 percent of the principal, and in the last year it 
will be 4 percent of 25 percent of the principal. The 
total default cost on $100 million is $4 million. Based 
on our assumptions, this program appears to have a higher 
default cost than other programs. The program has a longer 
history and a shorter repayment cycle than most of the 
others. Therefore, this loss rate may reflect the greater 
accuracy upon which our estimates are based rather than an 
inherently higher default loss rate. 

During 1976, emergency loans averaged $28,300. This 
figure suggests that 3,530 new loans would be made if the 
lending authority for this program were increased by $100 
million. Loan origination costs, based on FmHA estimates, 
are projected at $354 per loan, and this cost was applied 
to servicing a loan in default. In addition to loan origi- 
nation and default servicing costs, the cost of adminis- 
tration also includes normal loan servicing. This first- 
year administrative cost of nearly $1.4 million includes 
$1.2 million in origination costs, $111,000 in loan servic- 
ing costs, and $11,000 in default-related servicing costs. 
Annual administration costs decline during years 2 through 
6 due to a declining volume of loans. Total administration 
costs amount to $1.7 million over the 7-year period. 

Total costs for $100 million in additional loans will 
in 7 years amount to slightly more than $20 million, of 
which 73 percent ($14.5 million) is interest cost and 20 
percent is loss due to default. 
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Table 9 

Farm Emergency Loans 
(FY 1978 program authorization--$1.2 billion) 

EXPECTED COSTS FOR $100,000,000 ADDITIONAL 
LENDING AUTHORITY 

c:. Interest cost 
Year (note a) 

._ 
-,I 

. 
.: 

‘,.- 

.’ 
: 

lb 
w 

1 
2 
3 
4 . 
5 
6 
7 

7-year 
total 

$3,300,000 $600,000 
2,550,OOO 400,000 
2,475,OOO 400,000 
2,145,OOO 400,000 
1,815,OOO 600,000 
1,320,OOO 600,000 

875,000 1,000,000 

$14,480,000 $4,000,000 

Default cost 
Total fund 

appropriation 
Administration 

cost 

$3,900,000 $1,372,000 
2,950,ooo 105,000 
2,875,OOO 92,000 
2,545,OOO 79,000 
2,415,OOO 59,000 
1,920,000 43,000 
1,875,OOO 18,000 

$18,480,000 $1‘768,000 

Total costs 

$5,272,000 
3,055,ooo 
2,967,OOO 
2,624,OOO 
2,474,OOO 
1,963,OOO 
1,893,OOO 

$20,248,000 

Loan Data: 
Statutory authorization: Public Law 92-419. Consolidated Farm and Rural Development 
Act. Subtitle C, sections 321-328, as amended by ,Public Law 94-68. 7 U.S.C. 1961-196R; 
7 C.F.R. 1904.170. Loan term: variable. Up to 7 years, normally, with S-year renewal 
possible. Interest rate: originally 5 percent, recently 1, 3, and 5 percent. The 
3- and l-percent rates are scheduled to expire Oct. 1, 1978; 5 percent used in cost 
projections. 

a/Based on 8.3~percent cost of S-year funds borrowed by FmHA from FFB and expected lending 
rate of 5 percent. 



BUSINESS AND INDUSTRIAL DEVELOPMENT LOANS 

FmHA expansion into new programs designed to encourage 
business and industrial development in rural areas came 
about under the Rural Development Act of 1972 (Public Law 
92-419). The act authorized FmHA to provide loans and to 
guarantee loans made by commercial lenders for business 
and industrial development. In practice this program has 
been funded through the guarantee mechanism; in 1978 the 
program was required to use this mechanism exclusively, 
with the possible exception of loans to Indian tribes. 

The borrower receives the loan from a commercial lender. 
The loan is reviewed and approved by FmHA, and the lender 
pays FmHA a fee of 1 percent of the amount of principal 
guaranteed, which may not exceed 90 percent of the loan 
principal. FmHA in turn promises to reimburse any loss 
of principal or interest to the extent of the guarantee. 
Funds may be borrowed by individuals, nonprofit organiza- 
tions, and for-profit corporations: acceptable loan pur- 
poses include all types of mercantile, commercial, and 
manufacturing endeavors. The interest rate on guaranteed 
loans is negotiated between lender and borrower, perhaps 
with implicit recognition of the value of the Federal guar- 
antee. 

Loans amounted to $274 million in 1976 and $350 million 
in 1977. In 1978 the authorization was increased to $1 
billion, and $1.1 billion was requested for 1979. 

In a guaranteed loan program, the financial activity 
takes place in the private sector, and, if all goes well, 
FmHA intervention is limited to reviews of the borrower's 
financial situation. While the interest rate should reflect 
the Government guarantee, there is no out-of-pocket interest 
subsidy cost. This program has not been in operation long 
enough to allow development of data that would provide esti- 
mates of the cost of default. However, we were able to 
identify a loan program in the Commerce Department's Eco- 
nomic Development Administration (EDA) that made loans 
similar in size and type to those being made in this FmEIA 
program. The EDA program operated on a much smaller scale, 
with total loans from 1966 through 1970 amounting to $182 
million. We believe that the EDA program results can be 
used as a substitute in developing costs for the business 
and industry loan program. The EDA data provided informa- 
tion on the year the loan was made, the amount of the loan, 
the year of default, and the amount lost after bankruptcy 
proceedings or forfeiture of collateral. For example, the 
average size of loan liquidated between 1970 and 1974 was 
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$662,000 and the average loss on the liquidated loans was 
$478,000. These results are based on a-total of only 213 
loans, most of which are still outstanding, so the derived 
estimates of default cost cannot be said to be statistically 
significant. We do suggest, though, that if as much caution 
is exercised in making FmHA loans as was taken with EDA 
loans and if economic conditions are comparable, the EDA 
experience may serve as a valuable guideline. EDA has the 
advantage of several years of additional experience with 
loans issued in the 1960s. Thus, default cost estimates 
can be revised based on forthcoming EDA experience which 
will lead FmHA's own experience by several years. Default 
costs were projected for only 10 years because that is the 
limit of the EDA experience. The $900,000 revenue recorded 
for the first year under "default cost" represents the guar- 
antee fees paid to FmHA when the loan guarantee is issued. 
We show it in this column because it is similar to a default- 
insurance payment. The default costs in this program are 
likely to be more responsive to economic conditions than 
the default costs in the individual housing program and 
community facilities program. Because the costs of this 
program are almost all default expenses, a high variance 
from any average cost should be expected. Under adverse 
economic conditions this program could present a major demand 
on J?mHA resources, although expected results based on available 
data call for a total lo-year program cost of only 15 percent 
of the initial year's program level. 

Annual administrative costs consist of loan origination 
costs, annual loan servicing costs, and loan default servic- 
ing costs. Origination costs, incurred only during the 
first year of loan activity, constitute the major admin- 
istrative expense. First-year administrative costs of 
$934,000 on $100 million in loans include $692,000 in orig- 
ination costs and $242,000 in normal servicing costs. It 
is assumed that defaults do not commence until the second 
year. Administrative costs incurred after the first year 
reflect normal loan servicing, which for these loans en- 
tails substantial oversight and loan default servicing costs. 
Unlike other FmHA loan programs, most of the administrative 
effort for this program is provided at the State and Federal 
office levels due to the size and complexity of the loans. 
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Table 10 

Business and Industrial Development Loans . 
(FY 1978 program authorization--$1 billion) 

EXPECTED COSTS FOR $108,000,000 ADDITIONAL 
LENDING AUTHORITY 

Default cost 
(total fund appropriation) Administration Total costs 

Year (note a) cost (note b) 

1 g/ $ -900,0'00 s 934.000 S 34.000 
;L 

3 
4 
5 

. 6 
7 
8 
9 

10 
lo-year 

total 

500,000 
560,000 
450,000 

1,400,000 
2,910,000 
2,910,000 
1,960,OOO 
1.850.000 
1;120;000 

156,000 
155,000 
152,000 
161,000 
171,000 
163,000 
146,000 
140,000 
128,000 

656;OO0 
715,000 
602,000 

1,561,OOO 
3,081,OOO 
3,073,ooo 
2,106,OOO 
1‘990,000 
1,248,OOO 

11-30 (note d) 

$12,760,000 $2,306,000 815,066,OOO 

Loan Data: 
Statutory authorization: Public Law 92-419. Section 310(b), Consolidated 
Farm and Rural Development Act, as amended. 7 U.S.C. 1932; 7 C.F.R. 1980.401. 
Type of credit aid: guaranteed loans made between borrower and private 
financial institution. Loan term: 7 years, 15 years, 20-30 years, for 
working capital, machinery, buildings, respectively. Interest rate: negoti- 
ated between borrower and lender. 

a/Default cost estimates are based on the experience of the EDA loan program. 
Loans made were of a similar size and for reasonably similar undertakings. 

b/There is no direct interest subsidy. 

c/An origination fee is paid by the lender to FmHA. 

d/No data is available to project beyond 10 years. National economic candi- 
tions may have a substantial impact on default rates. 



SOIL AND WATER LOANS TO INDIVIDUALS, --- 

The soil and water loan program accounted for less 
than 1 percent of total FmHA lending through 1976. These 
loans are available to associations, farmers, ranchers, 
and others for land and water development and conservation. 
Because the program's emphasis is on conservation, loans 
need not be tied to immediate farm production goals. Loans 
have a maximum repayment period of 40 years if backed 
by a mortgage on real estate; otherwise they are limited 
to 20 years. The interest rate is 5 percent. During 1977, 
3,795 new loans were made, with a total lending volume of 
$62 million. The cost projection shown in table 11 is based 
on an additional lending authority of $10 million since 
the annual loan volume is currently about $50 million. The 
projection also assumes that loans are made for 40-year 
terms. 

Cost elements associated with this program include 
interest subsidy, default, and administration. The interest 
subsidy cost is based on an 8.6-percent cost of 25-year 
funds borrowed from FFB and an FmHA lending rate of 5 per- 
cent. The projected annual interest cost reduction is 
based on our assumption that each year a small percentage 
of loans will graduate to other credit sources and on the 
amortization of loan principal. Graduation to other credit 
sources is assumed to be at the annual rate of 2.5 percent 
of outstanding loans. The interest cost totals 30 percent 
of the initial principal after 10 years and 50 percent 
after 20 years. Due to graduation the interest cost reaches 
a total of only 66 percent of initial principal. In com- 
parison, water and waste disposal loans (see table S), with 
an assumption of no graduation, reach an interest cost of 94 
percent of initial principal. 

The default cost estimate is based on the 0.2-percent 
rate experienced in the farm ownership loan program. The 
expected default cost of $20,000 is allocated evenly over 
the first 20 years. Under this assumption default cost ap- 
pears to be a negligible aspect of total costs, but the 
area should be carefully watched for developments that may 
lead to a. higher, rnrlre costly default rate. 

The administrative costs of this program consist of 
loan origination costs and annual loan servicing costs. 
Origination costs, incurred only during the first year of 
loan activity, constitute the major administrative cost 
during that year. Although these loans are for smaller 
amounts than farm ownership loans, the characteristics of 
the loans and the loan process are similar enough that we 
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chose to use the same cost per loan estimates that we used 
for those loans. These costs are: origination cost, $1,016, 
and servicing cost, $50 per loan per year for the first 5 
years and $36 thereafter. Under these assumptions, first- 
year administrative costs total $575,000, including $549,000 
in origination costs and $26,000 in servicing costs. Admin- 
istrative costs after the first year of loan activity re- 
flect servicing efforts only, and these decline as loans 
graduate to other credit sources. 

The expenses incurred by an additional appropriation 
will amount to 38 percent of that appropriation in-10 years 
and 60 percent in 20 years. About 85 percent of the 20- 
and 40-year costs are interest subsidy costs; the rest are 
almost completely attributable to origination and servicing. 
Because of the assumed low rate of default, default costs 
appear to be minor, amounting to a fraction of a percent of 
total program costs. 
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Table 11 

Year 

1 
2 
3 
4 

6' 
7 
8 
9 

10 
lo-year 

total 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

IO-year 
total 

4: 
30-year 

total 

35 
40 

IO-year 
total 

Soil and Water Loans to Individuals 
(FY 1978 program authorization--$48 million1 

EXPECTED COSTS FOR 810,000,000 ADDITIONAL 
LRNDIWG AUTHORITY 

Interest cost 
(note a1 

$354,000 
342,000 
331,000 
320,000 
309,000 
298,000 
287,000 
276,000 
266,000 
256,000 

3,039,000 

246,000 
236,000 
227,000 
217,000 
208,000 
198,000 
189 ,ooo 
180,000 
171,000 
163,000 

5,074,ooo 

121,000 
80,000 

6,241,000 

42,000 
4,000 

$61621,000 

Default cost 

$1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

10,000 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

20,000 

0 
0 

20,000 

0 
0 

$20,000 

Total fund Administration 
appropriation cost Total costs 

$355,000 
343,000 
332,000 
321,000 
310,000 
299,000 
288,000 
277,000 
267,000 
257,000 

$575,000 $930,000 
26,000 369,000 
25,000 357,000 
24,000 345,000 
24,000 334,000 

16,000 304,000 
16,000 293,000 
15,000 282,000 
15,000 272,000 

3,049,ooo 3,802,OOO 

247,000 
237,000 
228,000 
218,000 
209,000 
199,000 
190,000 
181,000 
172,000 
164,000 

262,000 
251,000 
242,000 
232,000 
222,000 
212,000 
203,000 
193,000 
184,000 
176,000 

5,094,ooo 5,979,000 

121,000 
80,000 

131,000 
89,000 

6,261,OOO 

753,000 

15,000 
14,000 
14,000 
14,000 
13,000 
13,000 
13,000 
12,000 
12,000 
12,000 

885,000 

10,000 
9,000 

987,000 

%,OOO 
7,000 

7,248,OOO 

42,000 
4,000 

50,000 
11,000 

$6,641,000 $1,066,000 $7,707,000 

Loan Data: 
Statutory authorization: Public Law 92-419. Consolidated Farm and Rural Development 
Act, section 304(a). 7 U.S.C. 1924; 7 C.F.R. 1904.180. Type of credit aid: insured 
loans provided by FmHA. Loan term: maximum term is 40 years when secured by real 
estate, otherwise 20 years. Interest rate: 5 percent. 

aJBaaed on 8.6-percent interest cost of 2%year funds borrowed by EWlA from FFB and 
expected lending rate of 5 percent. The principal outstanding is reduced both by 
amortization and by graduation to other credit sources. Assumes.that loans are made 
for IO-year term. 
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CHAPTER 6 

TWENTY-YEAR COST PROJECTION 

BASED ON THE 1979 LOAN PROGRAM 

The primary purpose of this report has been to examine 
the costs associated with incremental increases in individual 
programs; the analysis is equally applicable to determininq 
the savings associated with decreases in proqram support. 
These changes (1) were for amounts within a reasonable ranqe 
of the existing program support level, (2) assumed linear cost 
functions, and (3) did not attempt to reflect costs or savinqs 
that would be incurred with a doubling or halving of the pro- 
gram loan level. 

We also extended the costs developed above to a projec- 
tion of the costs deriving from the planned fiscal year 1979 
FmHA loan program. The first effort-- measuring the effect 
of modest increases or decreases in program size--provides 
a tool to help make decisions about individual program levels. 
It provides a means to analyze the cost effects of changes 
in each program. This extension develops an estimate of 
the cost effect for the overall FmHA loan proqram. 

A substantial amount of data is collected and reported 
on the costs of the various programs. Most of this data, how- 
ever, is oriented to identifying the costs incurred by or 
charged to the program in the current year. As such, these 
costs result from decisions made from 1 to 30 years aqo. 
Cost data of this kind provides little help in the decision- 
making process. Instead, a projection of the cost of current 
decisions .is needed. Such a projection should show what 
costs can be expected in future years from the proqram deci- 
sions made in the current year. 

A note of caution about the methodology used to develop 
the total cost projection: the first effort was essentiallv 
oriented to developing a marginal cost approach; this pro- 
jection has extended those marginal or incremental costs to 
a total cost analysis. It assumes a linearity of costs 
over the total range of expenses that may not accurately 
represent reality. Some cost elements may be more likely 
to follow this linearity than others. We think that an 
overview that attempts to identify future costs is worth- 
while. As with the other projections, our response to those 
who fault the effort is that they should join in the process 
of providing better information for decisionmakers. 



The various programs that were aggregated have loan 
amortization periods that extend from as little as 1 year 
for certain operating loans to 50 years for senior citizen 
rental housing. The choice of a 20-year projection is 
arbitrary, but it seelns to cover a period that will interest 
decisionmakers without extending so long as to be largely 
irrelevant. Although not all the FmHA loan programs are 
included in this projection, the ones not included are 
small-scale programs. The programs that are included and 
their proposed 1979 authorizations are as follows: 

Programs Authorizations ---- 

(000,000 omitted) 

Subsidized individual housing 
Unsubsidized individual housing 
Subsidized rural rental and cooperative 

housing 
Domestic farm labor housing 
Farm ownership 
Farm operating 
Farm emergency 
Community facilities 
Water and waste disposal 
Soil and water 
Guaranteed business and industry 

development 

$1,942 
674 

820 
38 

550 
825 
578 
250 
800 
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The evidence in table 12 demonstrates that interest 
subsidy costs are the dominant costs of the FmHA loan pro- 
grams. Such costs are closely allied to the cost of money. 
Therefore, interest subsidy costs may decline if interest 
rates drop because presumably FmHA could refinance its 
higher cost loans. The annual interest subsidy costs 
gradually decline from above $200 million to the $90 mil- 
lion range after 20 years. 

The default cost projection is the most uncertain item. 
Default experience is likely to be more responsive to 
economic conditions than the other cost elements. The data 
on which the default estimates are based is also less re- 
liable than the information for most of the other cost 
elements. The default cost projection is only developed 
for 10 years because of th'e almost total lack of data on 
loans defaulting after the 10th year. Default costs can be 
substantial, and particularly because of their uncertainty 
and variability, they deserve further analysis and develop- 
ment. (See app. I.) 



The rental assistance cost is a relatively small manage- 
able cost that is developed in two programs--rural rental 
housing and farm labor housing. Most of the cost is attri- 
butable to the rural rental housing program because it is 
much larger. On a per program-dollar basis, however, the 
farm labor housing program is a more intensive user of 
rental assistance funds. It appears that this assistance 
is a comparatively minor aspect of the rental housing pro- 
gram and could be contracted or expanded depending on the 
availability of funds. Conversely, it seems to be an impor- 
tant component of and needed element for the successful 
operation of farm labor housing projects. 

Of all the cost estimates, the grant cost estimate is 
the most accurate and reliable. It may also be the item 
most likely to surprise program proponents who may claim 
that loans can be made without grants. No doubt some loans 
can be made that way (in most programs there are no grants), 
but in the programs in which grants are used--water and 
waste disposal and farm labor housing in the aggregate-- 
grants can clearly be expected if the full range of loans 
is to be made. In practice, grants may be paid out over the 
course of construction, which may be 2 or 3 years beyond the 
authorization. Placing the total grant cost in the first 
year is a statistical simplification. Grant costs are a 
major cost component, exceeded only by the interest subsidy 
cost. 

Most administration costs are incurred in the first year 
as part of the loan origination process. In that year admin- 
istration is a substantial expense, but not readily identi- 
fiable in FmHA data on a program-by-program basis. Admin- 
istration costs are also less likely to display linearity 
as the volume of work rises or falls. The projection of a 
precipitous decline in cost from the first to the second 
year followed by a gradual decline over the following years 
is reasonable based on our understanding of the various loan 
programs. Better estimates can be developed with improve- 
ments in the FmHA management information system. After the 
first year, however, the costs have only a minor effect on 
the total cost projection. 

The loan programs that were examined, which include 
almost the total value of FmHA programs, have a requested 
1979 authorization of $7.6 billion. In the first 10 years 
the total cost for the 1979 program is projected at $2.6 
billion, nearly one-third of the amount loaned, and for the 
full 20-year projection the costs total $3.8 billion, or 
one-half of the amount loaned. 
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Year 

lo-year 
total 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

20-year 
total 

Table 12 

Twenty-Year Aqqregate Cost Projections 
Based on FY 79 Estimated Loan Levels 

Rental Total 
Interest Default assistance Grant fund Administration Total 

cost cost cost cost appropriation cost costs 

----------------------------------(millions) ---------------------------------------- 

$231.9 $ -3.1 $ 6.7 
222.1 11.3 6.7 
214.0 12.7 6.7 
203.1 11.6 6.7 
192.5 23.1 6.7 
181.1 39.5 6.7 
‘170.9 41.4 6.7 
158.4 23.1 6.7 
151.8 21.8 6.7 
145.2 13.9 6.7 

$530.4 $130.6 $661.0 
240.1 9.2 249.3 
233.4 9.8 243.2 
221.4 9.0 230.4 
222.3 8.3 230.6 
227.3 7.5 234.8 
219.0 7.1 226.1 
188.2 6.1 194.3 
180.3 5.9 186.2 
165.8 6.0 171.8 

1,871.O 195.3 67.0 294.9 2,428.2 199.5 2,627.7 

138.6 
132.1 
125.8 
119.6 
113.9 
108.2 
102.9 

97.8 
92.7 
87.7 

6.7 
6.7 
6.7 
6.7 
6.7 
6.7 
6.7 
6.7 
6.7 
6.7 

145.3 
138.8 
132.5 
126.3 
120.6 
114.9 
109.6 
104.5 

99.4 
94.4 

Z 
3.8 
3.3 
3.3 
3.5 
2.9 
2.8 
3.1 
2.8 

149.0' 
142.3 
136.3 
129.6 
123.9 
118.4 
112.5 
107.3 
102.5 

97.2 

$2,990.3 $195.3 $134.0 $29’4.9 $3,614.5 $232.2 $3.846.7 



CHAPTER 7 

RECOMMENDATIONS, MATTERS FOR CONSIDERATION 

BY THE CONGHESS, AND AGENCY COMMENTS 

The long-term cost projections developed in this report 
represent our best judgment regarding future costs of FmHA 
loan programs. Although our estimates could be improved if 
better data and more sophisticated methodologies were devel- 
oped I these or similar cost projections can contribute to the 
decisionmaking processes of the Congress, the executive 
branch, and FmHA. We believe that the working model developed 
in this report provides program cost information in a context 
useful to the decisionmakers and that improvements in method- 
ology and data and modifications reflecting changes in legis- 
lation can provide even more useful, reliable information. 

RECOMMENDATIONS TO THE SECRETARY OF AGRICULTURE 

The Secretary of Agriculture should ensure that: 

--Long-term cost projections be developed for major FmHA 
programs and be incorporated in the request for author- 
ization and appropriation. 

--Each program cost projection include analyses of costs 
for the requested authorization level and of costs for 
an increase in authorization such as $10 million or 
$100 million. 

--The information requirements of a cost projection 
system be identified and provision made for collecting 
and analyzing the required data on default rates and 
costs, loan origination and servicing costs, loan 
termination rates, and other needed information. 

--Program managers in the business and industrial develop- 
ment loan program review the rural lending experience 
of the Economic Development Administration, Department 
of Commerce, to improve their estimates of loan viabil- 
ity and default losses. 

MATTERS FOR CONSIDERATION BY 
THE CONGRESS 

We recommend that the Subcommittee on Agriculture, Rural 
Development, and Related Agencies, Senate Committee on 
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Appropriations, specify that the FmHA program authorization 
request include long-term cost projections. To control the 
number of analyses required (and to keep the effort focused 
on programs where mast appropriation funds are being used}, 
the subcommittee could further specify a program funding 
level below which projections would not be required. 

AGENCY COMMENTS 

We asked FmHA staff members to provide oral comments 
on a draft of this report. Their comments were generally 
favorable and included several suggestions for improving 
the quality of the projections. The staff members: 

--Thought that this report and cost projections 
in general would be useful to the Congress, the Office 
of Management and Budget, and to FmHA. 4 

--Suggested that the cost analysis might also be 
performed for a given increase in the number of units, 
such as an additional 10,000 single family mortgage 
loans, as well as in fixed dollar amounts, such as 
$100 million. This approach would make discussions 
more concrete. 

--Believed that more accurate loan servicing costs 
could be developed from FmHA data and that its use 
would be preferable to using data from private finan- 
cial institutions which would tend to underestimate 
FmHA costs. 

--Did not believe that the accuracy of the discriminant 
analysis model discussed in appendix I was sufficient 
to be useful for their conditions. 



APPENDIX I APPENDIX I 

MORTGAGE DEFAULT RISK ANALYSIS 

Loans on individual residential housing account for a 
major share of FmHA assets. Although losses due to default 
in this area appear to be under control and at a low level, 
the potential for loss is substantial because of the large 
investment in these assets. Analytical techniques have been 
used to model mortgage default risk, but an FmHA official 
told us that the agency does not use any modeling techniques 
to estimate mortgage default risk or loss. We have included 
this discussion of mortgage default risk modeling because 
the concept of modeling default risk is an area that FmHA 
might find worth pursuing. Although the discussion concen- 
trates on residential housing default risk, risk analysis 
techniques might profitably be extended to other loan pro- 
grams. 

Residential mortgage default risk has been studied 
by government and academic researchers. However, based 
on a review of related journal literature and conversations 
with officials from HUD, the Federal National Mortgage Asso- 
ciation, the Federal Home Loan Rank Board, and the Congres- 
sional Budget Office, we have concluded that these studies 
have not been widespread. Researchers believe that only a 
few of the largest savings and loans institutions may have 
commissioned research in this area. However, their findings 
and the extent that they use them in formulating operating 
policy are not known. This information is not generally 
circulated for competitive reasons. We also think there is 
a need for more research in estimating losses on Government 
mortgage loan programs targeted to lower income borrowers. 

Most of the available residential mortgage default 
risk studies attempt to identify characteristics of bor- 
rowers, mortgage terms, and the mortgaged property that 
are most closely associated with defaults. A few studies 
have gone further and incorporated some of these character- 
istics in computerized models that screen potential mortga- 
gors to determine whether they are likely to default. 
These computerized models show good predictive ability. 
However, each model was developed using its own set of 
data having specialized characteristics. Therefore, these 
models cannot be universally applied to other studies. 
A unique discriminant model must be developed for each study. 

The use of these models can be extended to provide a 
basis for estimating future losses on defaulted mortgages. 
Apparently no attempts have been made to construct com- 
puterized models that could be used to directly estimate 
annual future losses based on 'borrower, mortgage, and prop- 
erty characteristics of a portfolio. 
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APPENDIX I APPENDIX I: 

Rather, empirical cumulative frequency distributions 
of defaults have been developed and undoubtedly used for 
estimating future losses. These distributions reflect the 
number of defaults experienced over time beginning with 
the mortgage origination year. They have been categorized 
by mortgage terms and assumed property market value ap- 
preciation. Estimates of future losses on a yearly basis 
can be made if screening models are combined with cumulative 
loss distributions. 

Although research studies do not agree on which vari- 
ables are the most significant indicators of default risk, 
this is not a major concern. All of the variables studied 
represent characteristics of the borrower, mortgage, or col- 
lateral property. Studies regarding variables found to be 
the most significant differ because comparable data was not 
used across studies. 

Nevertheless, these studies seem to have identified 
three principal areas by which potential mortgage default 
risk might be assessed based on information known at the 
time of mortgage origination (ex ante variables). These 
areas are: stability of the borrower, ability of the bor- 
rower to absorb unexpected financial adversity, and the 
equity of the borrower in his or her home. 

Ex ante variables that were found by some studies to 
be significant indicators of a borrower's stability include: 
(1) length of time with current employer, (2) employment 
stability of the profession or industry in which the bor- 
rower is employed, (3) responsibility traits such as demon- 
strated by successful past home ownership, and (4) past 
moving patterns between different locales. 

The second principal area represents a borrower's abil- 
ity to absorb unexpected financial adversity. Significant 
ex ante variables in this area include (1) recurring non- 
housing-related charges, (2) a large number of dependents, 
which would both increase household expenses and also pre- 
clude a nonhead of household from seeking employment to 
supplement family income, (3) a borrower's expected future 
earnings increase or his or her position in the life cvcle 
earnings curve, (4) total expected housing expense (for 
example, utilities and maintenance) as a percentage of net 
income, and (5) multifamily (versus single family) invest- 
ments since multifamily investments are very sensitive 
to unexpected interruption of rental income and unexpected 
high maintenance costs. 
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The third principal area identified as affecting mort- 
gage default risk rqflects the equity a borrower has estah- 
lished in his or her home. There is little financial incen- 
tive, other than concern for future credit rating, to pre- 
clude a mortgagor from defaulting when the market value 
of his or her property becomes less than the amount of the 
outstanding mortgage principal. Additional incentive to 
default exists if the mortgagor is contemplating moving 
anyway. The mortgagor's equity is derived from the amount 
of downpayment, amortization of principal, and rate of 
market value appreciation of the property. As equity in- 
creases, the probability that market value will be less 
than the outstanding principal decreases. Consequently, 
ex ante variables in one form or other which represent 
this equity concept and which were found to be significant 
are: (1) loan-to-value ratio, (2) initial term to maturity, 
(3) junior financing (second or third mortgage), and (4) 
deterioration of the neighborhood, which miqht indirectly 
be measured by a low price paid for the property or low 
or declining income level of the neiqhborhood. 

None of these studies have been targeted to low income 
groups who could not buy a home without a Government suh- 
sidy. Also, none have been targeted to rural area resi- 
dential mortgages. Thus, they need to be reviewed in 
more detail and refined for estimating FmHA's mortgage risk 
and related future losses. Such a model might be developed 
for these types of loans by testing for variables which 
are significant indicators of risk and which reflect mort- 
gagor stability, ability to absorb unexpected financial ad- 
versity, and amount of equity in the property. Well-known 
statistical techniques to establish the significance of such 
variables, or ratios of these variables, include multiple 
regression analysis and hypothesis testing of differences 
between groups based on the F-distribution and t-distri- 
bution. 

WORKING MORTGAGE CREDIT RISK MODELS-- 
THE HUD EFFORT 

A few researchers have attempted to build models which 
could distinguish good and bad mortqagor credit risks using 
ex ante variables and have tested them with promising re- 
sults. In particular, Dr. William F. Shaw of HUD has re- 
cently constructed such a model using stepwise discriminant 
analysis. The HUD model was built based on data for about 
35 percent of the 265,289 section 203 (b) mortqaqes under- 
written by the Federal Housing Administration in 1970. It 
was important to construct the model usinq mortqaqes oriqi- 
nated in the same year so that the mortgagors would have 
experienced the same general economic conditions. 

58 



APPENDIX I APPENDIX I 

The model correctly predicted 1,399 of 2,007 defaults 
incurred on section 203(b) mortgages underwritten in 1970 
and tracked over the subsequent 5-year period. Data on 
these mortgages was not used in constructing the model. 
Similar results were obtained using the same model based on 
1970 data for section 203(b) mortgages underwritten in 1971. 
All of these mortgages were accepted by the Federal Housing 
Administration as good risks since they were previously 
screened according to the agency's formal criteria. Vali- 
dation of the model was further extended as it predicted 
default in 96 percent of 600 section 203(b) cases judg- 
mentally rejected by agency oEficials in 1975. 

A HUD official believes that the model's parameters 
should be reevaluated and reestimated at regular intervals 
more frequently than every 5 years. However, the constancy 
of good predictive results over time is encouraging since 
it indicates stable predictive power of the variables 
selected for the model and the principal areas of mortgage 
risk they represent. 

Dr. Shaw has told us that a similar model could be 
developed which is targeted 'to specific housing markets or 
income groups. However, HUD is not planning to do this in 
the near future since 85 percent of the Federal Housing 
Administration's business deals are with the section 203(b) 
program, which represents mortgagors who are middle income 
and have good credit. It is not yet clear to what extent 
the agency will amend its screening procedures to incorporate 
the results of this study. 

DISCRIMINANT ANALYSIS --- -- 

Models estimated usiny discriminant analysis classify 
individual cases into one of two categories (for example, 
default or nondefault). A stepwise feature allows only 
variables that contribute the largest incremental predictive 
power to be sequentially entered into the model. A best 
set of variables is selected in order of predictive power 
by stepwise discriminant analysis. Once the model has been 
developed, the discriminant function can quickly categorize 
thousands of potential mortgagors as either good or bad 
risks. 

The final HUD discriminant analysis model does not in- 
clude all variables that are significant indicators of mort- 
gage credit risk, but this does not reduce the predictive 
power of this model. For example, a high loan-to-value 
ratio and a long term to maturity both suggest low home- 
owner equity, which is a principal contributor to default. 
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However, both variables may also indicate the inability of 
a potential mortgagor to generate a substantial sum of money 
under a purposeful savings plan. Thus, both variables over- 
lap in predictive power with variables that would indicate 
a borrower's (1) lack of funds after expenses and (2) lack 
of financial discipline. In this way, not all variables 
would be required in the model, although the risk concepts 
which nonincluded variables represent would still be ac- 
counted for. 

Discriminant analysis techniques are well documented 
in applied statistics texts, published literature of re- 
search in mortgage credit scoring, and other studies deal- 
ing with estimating the likelihood that business entities 
will remain financially stable. 

Researchers have emphasized that results obtained from 
such a discriminant model should not be the only or the 
final determinant in classifying a case as a good or bad 
risk. The model does not always predict correctly. For 
cases classified by the model as bad risks, special com- 
pensating factors may exist which the model cannot detect 
but which an experienced loan analyst might uncover and 
recognize as indicating strong credit worthiness. Such 
factors are so numerous and varied that not all can real- 
istically be built into the model. Conversely, mortqaqors 
who default may have been classified as qood risks but also 
may have incurred unexpected difficulties, such as death, 
divorce, or illness. These are factors that are not 
known at the time of mortgage origination but nevertheless 
contribute heavily to default. 

These factors that materialize after the loans are 
made (ex post factors) cannot be modeled in judqinq credit 
risk of potential mortgagors. However, if enouqh data was 
collected, such variables might be considered in obtaininq 
more refined estimates of the total number of expected de- 
faults from a mortqage portfolio originated in a given year. 

Mortgage default risk discriminant models that have been 
demonstrated to be successful do not directly include macro- 
economic variables (for example, inflation and unemployment 
rates). However, this may not be a substantial limitation. 
Predictions made by these models are based on the latest 
information available to credit examiners at the time of 
application for the mortgage. Credit lenders or mortqaqe 
underwriters cannot possibly know what future macroeconomic 
conditions will be so,that these conditions can be included 
in credit risk models. Forecasts of economic conditions 
might be used. However, these forecasts are only partly 
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reliable and realistically can be made for at most 1 year. 
However, macroeconomic considerations are at least indirectly 
built into the models. That is, the models contain variables 
which reflect a mortgaqor's abilitv to absorb unexpected 
financial adversity and the stability of employment in the 
industry in which he or she works. 

ESTIMATING FUTURE DOLLAR LOSSES 

A discriminant function model designed to screen po- 
tential mortgagors can also be used along with other infor- 
mation to estimate annual losses. 

For example, assume that 10,000 mortgages were under- 
written in the first year and that these cases were later 
run through a computerized discriminant model. Also, assume 
that the model classified 500 of these cases as bad risks. 
The yearly pattern of these expected defaults would follow 
a cumulative frequency distribution, such as shown below. 
The Federal Housing Administration compiled this distribution 
from historical data on 7-percent, 30-year mortgages with 
a go-percent loan-to-value ratio on properties with moderately 
appreciating market values. If the loss per turnover on 
a foreclosed mortgage is $8,900 (as was estimated for mort- 
gages underwritten by the Federal Housing Administration 
under section 203(b)), then the corresponding yearly dollar 
volume losses resulting from the first year portfolio 
might be estimated as follows: 

Expected 
Cumulative frequency Number of loss 

Year distribution of defaults defaults expected (note a) 

2 0.03 0.03 x 500 = 15 s133,soo 
3 0.20 (.20-.03) x 500 = 85 752,500 
4 0.33 (.33-.20) x 500 = 65 578,500 
5 0.44 (.44-.33) x 500 = 55 489,500 
6 0.53 (.53-.44) x 500 = 45 400,!?00 
7 0.61 (.61-.53) x 500 = 40 356,000 
8 0.68 (.68-.61) x 500 = 35 312,SOO 
9 0.73 (.73-.68) x 500 = 25 222,500 

10 0.78 (.78-.73) x 500 = 25 222,500 
11 0.83 (.83-.78) x 500 = 25 222,500 
12 0.87 (.87-. 83) x 500 = 20 198,001) 
13 0.90 (.90-. 87) x 500 = 15 133,500 
14 1.00 (l.OO-. 90) x 500 = 50 445,000 

a/Expected number of defaults times $8,900. - 
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Yearly losses resulting from defaults on mortgaqes orig- 
inated in other years could be similarly estimated and 
added to those of the first year. 

A computerized discriminant model miqht be used in both 
planning and operating functions. In an operating context 
it might be used to quickly identify the more obvious cases 
of low- and high-risk mortgagor applications. The loan 
analysts could then focus on the more difficult applications 
for which the model's results might supplement the analysts' 
judgment. The model might also be used as a planninq tool to 
estimate future yearly losses on mortgages which will become 
foreclosed. 

The predictive ability of any model is constrained by 
the information collected on past case histories. There- 
fore, the policies controlling F'mHA data and information 
collection should be reviewed for their adequacy if serious 
model-building is contemplated. 
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June 27, 1977 

Hr. Elwr B. Staats 
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Geneml kaxmting Office &ilding 
441 G Street 
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andRelatedAgmciesAppx@atims bill,theCarm;ltteem 
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Accounting Office (CA01 to perfm two cevieW-CSw3 hvolv- 
ingl!Lnimm~l~ceilingS,8ndthe~,~-t~ 
00stimplimtion5~fsubsidizedandgMrantedloans~ 
arepmvickdinthisbillandatherAgricultUn~ 
bills ofrecentye,ars. 

TheQmnitteewdLdap~eitifyuu~~to 
hweGAOmkethesetworeviews. Specificdetailsaresetout 
in the attached excerpts fiwn Senate Report 95-296. 

Pleasecantact~.Ri~Li~OftheSukxmmitteestaff 
an 224-7272 in ode to de-t- anapprcipdatetime fnmae 
far these studies. 
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’ Requests for multiple copies should be sent 
with checks or money orders to: 

U.S. General Accounting Office 
Distribution Section 
P.O. Box 1020 
Washington, DC 20013 

Checks or money orders should be made 
payable to the US. General Accounting Of- 
fice. NOTE: Stamps or Superintendent of 
Documents coupons will not be accepted. 

PLEASE DO NOT SEND CASH 

To expedite filling your order, use the re- 
port number and date in the lower right 
corner of the front cover. 

I GAO reports are now available on micro- 
fiche. If such copies will meet your needs, 
be sure to specify that you want microfiche 
copies. 
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